VOLUME XXI NO. 1 AUTUMN, 1958 
OFFICIAL PUBLICATION OF THE 
ILLINOIS SOCIETY OF CERTIFIED 
PUBLIC ACCOUNTANTS 

PUBLISHED QUARTERLY 


attractive, inexpensive 


ACCOUNTING STATIONERY 


that is a client-pleaser... 


plastic bound 
send for REPORT STATIONERY 
free : NO MACHINES NECESSARY 
sample PRE-PUNCHED COVER 


AND EXHIBIT SHEETS 


and 
schedule 
of 
reasonable 
prices. 


PLASTIC BINDING 
IN MANY COLORS TYPING AREA 


EXHIBIT SHEETS & REPORT COVERS MAY BE BOUND 
IN PLASTIC IN OUR OFFICE ...IN A FEW SECONDS 


LIES FLAT WHEN OPEN No Machines To Buy Or Rent © Reports Bound Within 30 Seconds 


@ CONVENTIONAL 
: EXHIBIT 
CK SHEETS & 
hos all REPORT 


YOUR COVERS. 
STATIONERY 


Thousands of practicing accountants have been reordering 


NEEDS : our regular Esskay Bond Exhibit Sheets and Report Covers for 

many years. They are convinced that they are getting high 
BOND OR ONION SKIN sa) id Palit 
PAPER. 3-HOLE PUNCHED quality products at reasonable prices. See for yourself. 


OR PERFORATED FOR PLASTIC 
BINDING. ALL COLORS. ALL 
SIZES. YOUR NAME IM- 
PRINTED, WITH CHOICE OF 
TYPE AND POSITIONS. 


i [= RM 1907 CHESTNUT STREET 
= @ PHILADELPHIA 3, PA. 


LABOR SAVING ACCOUNTING FORMS | 


Let 
WALTON train you 


for a Successful Career in Accountancy 


NOW —not at some uncertain future date—is the time to start 
working toward your C.P.A. certificate. Take the essential first step. 
Investigate Walton courses, methods, and results. Thousands of men 
and women who hold high executive positions paying excellent salaries 
credit their success to the thoroughness, practicality, and professional 
quality of Walton Home-Study instruction. 


WALTON’S CHALLENGING RECORD 
Over 3,000 C.P.A.'s are Walton Trained 


53 Winners of Honor Medals in C.P.A. Examinations are 
Walton Trained 


Walton courses are especially designed for home-study instruction 
and are classroom-tested for clarity and presentation. You get the 
benefit of Walton’s 49 years of experience in preparing students for 
successful careers in accountanecy—public, private, governmental. 
These courses have the unqualified endorsement of leading accountants. 
Start now to learn Accounting, the language of modern business. 


Call at the School, write, or telephone Mr. Randall 
at FRanklin 2-4576 for further information about 
Walton courses, methods and results. Ask about 
Walton’s comprehensive course in American Busi- 
ness Law. 


* * * * * 


Walton also offers complete Resident Day and Evening 
Courses in Accounting and Business Administration and 
C.P.A. Review. Approved for Veterans and Civilians. 


Regular classes begin in February and September. 


Early registration is advisable. 


WALTON SCHOOL OF COMMERCE 


A Professional School of Accountancy (Founded 1910) 
111 NO. WABASH AVENUE e CHICAGO 2, ILLINOIS 


PRESTIGE AND STABILITY... 
A checking account at 
The Northern ‘Trust 


A Northern Trust checking account 
is a prestige banking connection in 
keeping with the professional status 
of certified public accountants. The 
Bank’s reputation for strength and 
stability —essential to members of 
the public accounting profession— 
has been unsurpassed for more than 
four generations. 


You will find that the banking 
officer in personal charge of your 
account is always available for con- 
sultation and discussion. Should 
you require any of the Bank’s other 
services—investment advice, estate 
management, bond, savings or safe 
deposit—he will quickly arrange 
matters for your convenience. 


For personal service and sound » 
financial assistance, plan to visit 
our Personal Checking Department + 
on the second floor soon. Or, if you ——— 
prefer, write or phone Mr. G. B. Wi 
Milnor, Second Vice President, for tl 
useful information about the spe- 
cialized services available to you at 
The Northern Trust. 


fic 
NORTHERN/TRUST 


Northwest Corner La Salle and Monroe Streets 
Chicago, Illinois ¢ Financial 6-SSOO 
MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 8B A Wl K 


THE ILLINOIS 


EDITOR: Nelson D. Wakefield 
ASSISTANT EDITORS: Guy B. Finlay, Mandel Gomberg, 


X XI LeRoy Kist, R. K. Mautz, M. J. Sporrer 
iINUMBER i BUSINESS MANAGER: Jeannette M. Cochrane 


TABLE OF CONTENTS 


TEAR ESIG LENIN CAS DEAE OAL 2 arte na ah Sr ar aa eRe oe ec Re a Be ce es 1 


Forward Planning for the Accounting Profession...............00..00c000 2 
By John lL. Carey 


A Critical Look at Generally Accepted 
PNG Meat STUER ANG IW HC SMe son ogee steer re eoo cnet Rt cue caone Peper Ore erece CaP DAIS SDoLEE 1, 
By R. K. Mautz 


Mag: IByeieraramnngeye@iay (one Wisi AACA) se-cocsmasncs-ee6.oneneceasenanseaocouoesebenoennespee 2alt 
By Iva N. Frisbee 


Llbeixeme GOWN ILS eerecar seceeaceteeces oc ferns cerece ne wacker ancsacuretee ca cverkscateemeee nse sonnesartne pene ROO. 
By the Committee on Taxation of the Illinois 
Society of Certified Public Accountants 
' 
JBI UGlee on tae a ETN NTS ecerececosseoceccciec ceric gba cee ieee aa oer ee soesasapson coer aee caste 40 
| By Maurice H. Stans 
Srl QO MOORMRY SHORE SKEWED ososeconssonde hootoacabedecsnodest=1ecusioenDgnadbeosbdosgcOGybe0 47 


By Earl Newsom 


The opinions expressed by the authors of articles appearing in this maga- 
zine are their own, and frequently are intended to stimulate further discussion 
on the subject. Publication of any material does not necessarily mean that the 
Society, its Board of Directors, or editors approve or agree with the opinions 
expressed by the authors. Readers are invited to submit their own comments 
or articles. 


Subscriptions and communications of any kind should be addressed to the office of the 
Society at 208 South LaSalle Street, Chicago 4; telephone ANdover 3-3518. 


Subseription price to nonmembers, $1.50 a year; single copies, 40 cents. 
Special rate for students, $1.00 a year. 


EST 
CONSIDER NOW ... 


The Illinois Society of Certified Public Accountants’ 


Approved 


GROUP INSURANCE PLANS 


(1) The Disability Plan provides an income in the event of disability 
caused by sickness or accident. SPECIAL!! GOOD NEWS FOR 
INSURED MEMBERS UNDER AGE 325, EFFECTIVE APRIL 
ih WBS 


We are pleased to announce a reduction of 25% in the Weekly 
Sickness and Accident premium rate on this Special Disability 
Plan for those under age 35. 


The regular premium rate will again apply on the first renewal 
date following the insured member’s 35th birthday. 


(2) Also available is the Group Hospitalization Plan for you and 
your dependents—the benefits available are outstanding. 


(3) The new Accidental Death and Dismemberment Plan, which 
became effective April 15, 1957. Amounts available are up to 
$300,000.00, and the cost is only 90¢ per $1,000. per year. If you 
have not yet applied for this new Plan, do so immediately. 


(4) The Major Medical Expense Plan for members and their family 
dependents. The maximum medical benefit plan is $10,000.00, 
with a choice of deductibles of either $300.00 or $500.00. 


All Plans mentioned above provide a substantial saving in pre- 
miums, 


Inquire today—please write or telephone 


PARKER, ALESHIRE & COMPANY 
Established 1901 
175 West Jackson Blvd. Chicago 4, Illinois 
Telephone WAbash 2-1011 
Administrators of Special Group Plans for 
Professional Organizations 
and 
General Insurance—Life, Fire, Automobile, all Casualty Lines. 


a 


iv 


SOS Data Processing will help you save 
money while giving you prompt, quality 
tabulating service. Our team of systems 
engineers bring many years experience, in 
many industries, to bear on your problem. 
Our staff offers broad professiona! 
experience in accounting, financial, 
sos statistical, production, marketing, cost 
DATA PROCESSING control, and management problems. We 
work closely with your own staff and 
with your public accountant or 
management consultant. 
a complete IBM Call today .. . let one of our systems 
tabulating service engineers explain how this quality service 
can help you. SOS Data Processing 
22 West Monroe Street, Chicago 3, Illinois 
Financial 6-6455 


AN AFFILIATE OF STIVERS OFFICE SERVICE 


quality processing of accounting, marketing, production, research and statistica/ data 


iz crt Specialists 
in 
AN ee ling 


Public Accounting, Private Industry, on All Levels 
Both Male and Female 


JACOB W. STAUFFER, Executive Director 


Accountants Exchange 
105 W. Madison St., Chicago 2 
Central 6-1790 


TTT U__!____G TTT TTT TMTUsIRANAMUHNO 


‘The real cost of money 1s the 

cost of being nithout 11.” 

THE IROQUOIS COMPANY 
“In business to help business’’ 

L COMMERCIAL FINANCING 

: FOR MANUFACTURERS AND WHOLESALERS 

176 West Adams St. Chicago 3 CEntral 6-7070 


vi 


PRESIDENT’S PAGE 


The committee system has been the 
subject of much humor—and some of 
it not so far-fetched, as any active 
Society member can attest. Some of 
the cause for wit may be removed by 
good, thoughtful planning—fortun- 
ately that’s one of the things at which 
the Society has become increasingly 
proficient in recent years. Advance, 
intelligent planning is absolutely es- 

sential to any active organization— 
and particularly to us, with an effect- 
ive work year of about June to 
December 1. 

Part of the Board of Directors’ 
planning this year was occupied with 
setting our sights on a small number 
of over-all goals with which specific 
activities could be identified, and 
which would run through the work 
program for the year. This work 
program was set forth in ‘‘The Or- 
ganization Plan for 1958-59,’’ an 
operating manual adopted by the 
Board for the guidance of commit- 
tees, officers and directors, and 
chapters. 

The two main goals already an- 


nounced to the membership are: (1) 
doing a better job of telling the mem- 
bers about the significant work the 
society is doing in its committees, 
chapters, and Board of Directors: 
and (2) accepting our responsibility 
to foster strict adherence to high 
standards of professional work. 

The latter goal is not, of course, a 
new one. It has, however, received 
special attention and some much 
needed impetus this year and _ last. 
One section of ‘‘The Organization 
Plan’’ manual has been devoted to 
‘“The Society-Wide Educational Pro- 
gram.’’ The program has been out- 
lined in detail, including a plan for 
its administration by the Committee 
on Auditing Procedure and Account- 
ing Principles which developed the 
program last year. Four committees 
and the chapters are specifically re- 
ferred to; subject matter has been 
carefully and chronologically planned. 
It may easily take us several years to 
accomplish all that is contemplated, 
and certainly the job will not be done 
even then. 

A strict adherence to auditing 
standards, a thorough understanding 
of accounting principles, and pro- 
gressive thinking of the expanded ser- 
vices required of CPAs—these are the 
key-notes of the program, and in fact, 
of the Society itself. We believe that 
this exercise of leadership responsi- 
bility is one of the Society’s most im- 
portant duties. It cannot help but be 
one of its most significant services to 
its members and the public they 


serve. 
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Forward Planning for the 
Accounting Profession 


By Joun L. Carry 


The magic word in top management 
circles today seems to be planning. 
Now that’s an old word. It’s been in 
the dictionary and we’ve used it all 
our lives, but big business seems to be 
giving it new meaning and making it 
almost a term of art. 


BusItNnEess PLANNING FOR A 
PROFESSION ? 


Mark Eaton, our former president, 
was very much interested in applying 
the principles of management to the 
practice of public accounting, and he 
made me read a book when he first 
came into office which I wish every 
certified public accountant would 
read. It’s published by the Control- 
lership Foundation, written by offi- 
cers of the General Electric Corpora- 
tion, and entitled Planning, Managing 
and Measuring the Business. 

One of the most striking statements 
in this book is that the top officers in 
General Electric, the president and 
vice-presidents, are instructed in their 
written guides to spend 75% of their 
time in planning. 

I suppose it is only common sense 
to believe that if we set ourselves 
clear goals, if we outline in specific 
terms the objectives we want to at- 
tain in given periods of time, and then 
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if we try to think out and put down) 
in writing the steps that we must take} 
to reach these objectives, we'll prob-: 
ably get there with a minimum of! 
effort and wasted time—even assum-} 
ing that we have to revise our plan| 
in the light of experience. I suppose } 
it’s common sense to believe that if; 
we don’t have any plan at all, and| 
don’t have any clear idea of where we} 
want to go, we many wind up at some | 
later date exactly where we are today} 
—and wonder why. 

Now there is one difficulty in ap-} 
plying planning, as business manage- 
ment uses the term, to professional 
activity. Quite properly we all have} 
the conviction that while business is} 
frankly conducted with profit making! 
as the principal objective, a profes-| 
sion’s main objective is service. A} 
professional man by definition is more} 
interested in rendering service than 
he is in making money. However, that 
doesn’t mean that making money is of | 
no importance at all, and we’re be- 
ginning to learn that without an ade-! 
quate income a professional man. 
doesn’t have the time or the facilities. 
to give the best work of which he is) 
capable. 

T hear such things as this: a ce rtified | 
public accountant practicing on his. 


JOHN L. CAREY is Executive Director of the American Institute of 


Certified Public Accountants. This article 
delivered before the Middle Atlantic States Accounting Conference which | 


is adapted from an address | 


was held at Myrtle Beach, South Carolina in June, 1958, and it appears 
here through the courtesy ‘of the Editor of The Virginia Accountant. 
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own account is so busy making out 
tax returns and keeping periodical 
audits up to date that he hasn’t had 
time to get into that very important 
cost system which his client badly 
needs to increase productivity and 
profits. This CPA has not had time 
to think through the situation, to talk 
to the chent, or to train somebody else 
to do the tax returns, so that he can 
bring his superior ability and experi- 
ence to focus on the larger problem, 
a solution of which will bring higher 
profits to the client and move the 
CPA himself forward in his profes- 
sional growth. 

It seems to me that there is no 
sensible reason why a professional so- 
ciety, a non profit organization such 
as the American Institute, or many of 
your state societies, can’t apply the 
basic planning concepts of business 
management to professional activities. 
Nor is there any reason why the indi- 
vidual CPA or the accounting firm 
can’t apply these principles without 
doing any violation to our sense of 
ethics or our conviction that service is 
more important than rewards. 


GREATER DEMANDS FOR CPA’s 
SERVICES IN SIGHT 


Before we can do any planning we 
need to evaluate our present position. 
We must know where we are, and how 
we got here, what the potentials are, 
and where we want to go. 

Well, we all know that professional 
accounting in this country has evolved 
somewhat through these stages: 

It starts with record keeping and 
bookkeeping and write-ups. It moves 
into installation of accounting sys- 
tems, simple bookkeeping systems, 
systems of internal control, cost sys- 
tems, office procedures. It includes 
financial statements, often prepared 
by the certified public accountant, al- 


ACCOUNTING 


PROFESSION * 


though they are legally the repre- 
sentation of the client himself. These 
statements need auditing for a variety 
of purposes, sometimes to prevent 
fraud, sometimes to discharge ac- 
countability to stock holders and 
credit grantors, and sometimes for 
purposes of the management alone 
(as in the purchase or the sale of a 
business ). 

Early in this century the income 
tax involved accountants in the prep- 
aration of a special kind of financial 
statement—income tax returns—and 
brought them to a new function, that 
of representing their clients before 
government agencies. And it also 
brought them into an advisory post- 
tion, because business men were con- 
scious of the fact that in planning 
their own investments and transac- 
tions they had better be aware of the 
tax implications. 

From these basic services practice 
has spread into another field, which 
for the lack of a better name we call 
management services—these services 
consisting of a great variety of things 
that CPAs are sometimes called upon 
to do, other than record keeping, au- 
diting and income tax work. 

Every business, no matter how 
small, needs all these services to some 
extent, even though in a very small 
business the problems may be simple 
and the level at which it needs this 
service may not be very high. 

We sent out a questionnaire to mem- 
bers last year and found that the bulk 
of the practice of certified public ac- 
ecountants today is unquestionably 
auditing, tax work, bookkeeping and 
write-up work. Other work-manage- 
ment service—is a very small per- 
centage of the whole gross volume of 
the whole profession, although it 
seems to be increasing. 

Now it’s also clear from looking at 
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a few statistics that the accounting 
profession has grown, and we take 
great pride in its growth. However, 
it may have grown not because of any 
special merit, but because of economic 
demands for the kinds of service that 
CPAs can render. It’s evident that 
we’ve moved forward with the indus- 
trial economy of this country. The 
accounting profession never devel- 
oped in an agricultural economy, or 
a military economy, or a communist 
dictatorship. It has matured only in 
industrialized nations, under a demo- 
cratic form of government and a free- 
enterprise economic system. 

Arthur Foye pointed out in one of 
his speeches when he was president 
of the Institute, that the gross na- 
tional product statistics and the 
erowth of the accounting profession 
run pretty much on the same curve. 
In the first quarter of 1957, according 
to the newspapers, the gross national 
product was at the rate of four hun- 
dred and twenty-seven billion dollars 
a year; ten years ago it was about two 
hundred and nineteen billion. It has 
nearly doubled. Ten years ago the 
number of certified public account- 
ants in the United States was just 
about half of what it is now, and the 
membership of the Institute was much 
less than what it is now. So if GNP 
and the number of CPAs continue to 
follow parallel curves, we ought to 
look to what the gross national pro- 
duct will be some years from now. 
The papers on May 21 reported the 
publication of a Republic Steel Com- 
pany survey called The Uniited 
States of America of Tomorrow, in 
which were enlisted the services of 
two hundred experts from business, 
government and trade associations, 
who tried to forecast the economic 
trend in the years ahead. 

By 1965, these two hundred people 


said, the gross national product wil! 
probably be five hundred and sixty 
billion. That’s up a hundred anc 
thirty-three from right now—almos 
a third. The population will be on, 
hundred and ninety million in 196 
and it’s now one hundred and seventy 
million; so there are twenty millioy 
more people coming into the economy* 
Annual capital outlay of business wil! 
be fifty billion, which is comparec 
with, I think, a present outlay 0} 
about thirty billion. Reasoning from 
these forecasts, we can project a very 
substantial increase in the volume 0% 
accounting practice within sever 
years. 

Now there is a wrinkle in this. 
lot of people wonder if the increas 
in volume is coming entirely from th 
giant corporations, the big peer.) 
listed on the stock exchange which ar 
absorbing so many small ones. Wil] 
that kind of company flourish whil 
small business withers on the vine? 

I was very much cheered to read 
speech by Roger Blough, the chair 
man of the U. S. Steel Coroporation} 
which was made on March 13 beforq 
the Economie Club of Chicago. H 
cited some figures to support hij 
statement that competition by big 
business is not preventing the estab 
lishment and growth of small busi 
nesses. He said that the number 0} 
business units, small and large, grow 
more rapidly than the population 
grows; and for every company tha] 
failed last year, eleven new corpora) 
tions were established. Now thess 
figures suggest that small business is 
going to get some substantial share 
of the tremendous growth of the nex 
seven years. 

One more statistic: Dun & Brad 
Street estimate that there are no 
about three million business units it 
the United States—corporations, part 
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nerships, and proprietorships. Now 
we have some fragmentary data on 
the number of clients for each CPA 
and staff man in some of our members’ 
firms, and the number of CPAs and 
staff men in practice. From these we 
get a very rough and unreliable es- 
timate that there may be only about 
fifty thousand CPAs and staff men 
employed by CPAs, in practice in the 
country today. Yet it would probably 
require a hundred and fifty thousand 
CPAs and staff men, three times that 
number, to serve three million busi- 
ness units. To put it the other way, 
there are probably only about a mil- 
lion business units being served by 
CPAs or CPA firms today, or about 
one-third of the total. 

These statistics are utterly unreli- 
able, as I said, because we haven’t 
had the research facilities to go out 
and get reliable ones. 

But even if they are off twenty or 
twenty-five percent, they support my 
point. My point is that there is already 
an unsatisfied potential demand for 
your services perhaps as great as the 
volume of services now being ren- 
dered ; and in the expanding economy 
that confronts us in the next seven or 
eight years, even if no CPA gives 
service of greater scope or greater 
depth than he now does, there will be 
an enormous increase in the potential 
demand—perhaps as much as one- 
third. 


GREATER SCOPE OF SERVICES 
EXPECTED 


But, as a matter of fact, the great 
inerease in the volume of accounting 
practice in the past ten years, I think, 
has not come only from the addition 
of new clients but also from the ex- 
pansion of the scope of service ren- 
dered clients, and the increase in 
depth of some of the service rendered. 


This cannot be proved, but from 
talking to some of you and others in 
many parts of the country I get the 
feeling that, while the volume of a 
given accounting practice may have 
doubled during the past ten years, 
as measured by dollars in fees, at 
least half of that volume is due to 
increased demands from clients for 
more extensive and intensive services, 
and perhaps the other half from new 
clients. 

What I mean by expansion of 
““seope’’ is variety of services and 
numbers of people for whom service 
is rendered. 


Let’s take the field of auditing, for 
example. 

There’s a bill in congress now—the 
Fulbright Bill—which would subject 
unlisted corporations with one thou- 
sand stock holders and ten million dol- 
lars capital or more to the require- 
ments of the Securities and Exchange 
Commission, including independent 
audits. If this should pass, and it’s 
been gathering strength, hundreds 
more corporations would be required 
to file with the SEC independently 
audited statements under the same 
general type of regulation that now 
applies to only three thousand or 
thirty-five hundred listed companies. 

The banks have been increasing 
their demands for audited statements. 
The vice president of one of the 
largest New York banks told me at 
lunch a few weeks ago that the policy 
of his bank is now ‘‘No CPA opin- 
ion, no loan.’’ He says this is fairly 
recent and that they haven’t con- 
verted all of their customers to it yet. 
But they have decided as a matter of 
bank policy that they cannot afford 
to take the chance of risking their 
depositors’ and stockholders’ money 
without taking all reasonable safe- 
guards that are available to them. 
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The independent audit by the certi- 
fied public accountant leading to an 
opinion is one of these safeguards. 
This attitude is seeping down, I think, 


to some of the small banks; and in 
time it will become pretty wide- 
spread. 


We have a recently formed com- 
mittee in the Institute for cooperation 
with surety companies. Our commit- 
tee had a meeting with theirs a week 
or so ago. They told us that the vol- 
ume of contractors’ performance 
bonds underwritten by their firms is 
up five hundred percent in the last 
ten years. They are very conscious 
of the need for better financial state- 
ments from contractors, giving them 
information on which they can ap- 
praise the risk of loss more accurately. 
We feel that there is an opportunity 
there for an educational effort that 
will follow along the lines of our 
work with the bankers over the last 
ten or fifteen years, and bring surety 
companies to the same frame of mind 
that my banker friend indicated is 
the policy of his bank. 

Perhaps Carman Blough, when he 
was here, mentioned another area in 
which a greater demand for audits 
seems likely. He testified last week 
before a Senate sub-committee on the 
legislation that is proposed to regu- 
late employee welfare funds. The bill 
which Senator Douglas introduced has 
a provision that employee welfare 
funds shall be independently audited 
in accordance with generally accepted 
auditing standards. 

The Labor Department, with whom 
we have discussed this matter, says 
that there are two hundred and fifty 
thousand employee welfare funds in 
the country having an ageregate of 
perhaps forty billions of dollars in 
assets. Obviously, if this legislation 
should pass, it would immediately add 


a large volume of auditing work tc 
the existing volume. 

I was down in Texas just before 
I came up here. The Texas legislaturd 
has passed three bills this session in} 
volving certified public accountants; 
One permits the insurance companies 
of Texas to deduct from their state 
tax the cost of an independent audi! 
by CPAs, which can be accepted by 
the commissioner in lieu of a state ex; 
amination. 


The Texans have passec 
a new Securities Act, for local corpo 
rations, and it contains an audi} 
clause. They’ve also passed a bill re; 
quiring that the financial reports oi 
counties over a certain size shall be 
audited. 

Just before I left New York the 
Executive Couneil of the AFL-CIC 
issued a code of ethical practices fo 
affihated unions. One provision ree} 
ommended audits by certified public 
accountants at least annually. 

And so on. By legislation, by cust 
tom or by voluntary desire, it looks 
very much as though every organiza} 
tion seeking credit, looking for eapi) 
tal, or handling other people’s mone; 
is coming to accept the fact that at 
independent audit by a certified pub) 
he accountant is good business. 

Let’s turn for a minute to the stat 
of tax work, the second big field 1 
CPA service. 

There was a time a few years agd 
when many of us were concerned thay 
the scope of service in the tax field 
might be limited by some arbitrary 
legislative or judicial actions. I may 
be wrong—but I feel that the dangex 
is largely past. I think we may stil} 
have some isolated troubles arisin 
from suits for fees for tax work b 
CPAs, or from local conflicts in whieh! 
personalities may be involved. But 
think that the national leadership o 
the Bar has learned more about the 
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place of CPAs in the tax field and has 
come to accept the fact that this is an 
area in which both lawyers and CPAs 
must work. They must work together. 
I have a feeling that there will be 
more cooperation between lawyers and 
CPAs in actual tax practice at the 
local level than there has been in the 
past. There will be more referrals to 
CPAs and more referrals to lawyers 
by CPAs as time goes on, but no di- 
minution in volume. Perhaps there 
will even be a greater volume. 


In the field of management. ser- 
vices, which we haven’t yet defined, 
and which does not yet constitute any 
tremendous proportion of the total 
volume, I shall not try to describe 
specific types of engagements. If you 
have had time to look at the June 
Journal of Accountancy, you will see 
our research department’s analysis of 
a survey showing what actual man- 
agement services a small sample of 
moderate-size firms have performed, 
and how frequently. That’s a very 
interesting survey, showing great d1- 
versity of types of service over a 
eross section of practice in about 
thirty states. 

What is of interest to me, and per- 
haps to you, is the viewpoint or atti- 
tude from which this management 
service can be approached. It seems 
to me that the best jumping-off place 
that I’ve seen lately is a very simple 
statement by Frane M. Ricciardi, a 
vice president of the American Man- 
agement Association: ‘‘Unlike the 
business man of a_ few decades ago, 
who was often obliged to make crucial 
operating decisions on the basis of 
wholly inadequate data, the present- 
day executive almost always has 
available a formidable quantity of 
facts and figures. His job has taken 
on a new dimension of complexity. 
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No longer can he afford to rely on 
hunch or intuition.’’ 

I think this is the key to our prob- 
lem: That management, especially in 
the larger businesses, has found that 
decision-making, which is the big job, 
can’t be a matter of just subjective 
judgment, experience, know-how ae- 
quired years ago, or a ‘‘feeling for 
things.’’ If decision-making is com- 
petitive, it has to be based on the se- 
lection, analysis and evaluation of 
data. Most of that data is of an ac- 
counting nature. 

A dramatic illustration of the kind 
of data that top management uses 
for planning and decision-making is 
provided by a fascinating experiment 
that the American Management <As- 
sociation conducted on May 2d of this 
year. They got twenty company presi- 
dents in New York to play the first 
‘“pbusiness war game.’’ They based 
this game on an analysis of the 
methods of the War College and the 
Navy College, who for years, as you 
know, have been training their officers 
in strategy and tactics by playing 


what they call ‘‘war games.’’ Actu- 
ally these are simulated combat 
problems. 


The American Management Asso- 
ciation applied this principle to ex- 
ecutive development. They got twenty 
company presidents to volunteer, and 
divided them up into five teams of 
four men each. They called each team 
a company, gave them certain data, 
asked them to make decisions, and ran 
the results in an IBM 650 electronic 
computer, which produced a score at 
each stage of the game. Thus each 
company knew how it was doing. The 
object of the game was to attain the 
greatest improvement in financial 
position over a ten year period. 

The kind of data given to manage- 
ments included: statements of assets, 
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an initial operating statement, the 
number of units of plant capacity, the 
unit cost of production, the price of 
the product, the operating inventory, 
the cash on hand, and the percent of 
the market controlled by that com- 
pany. Now all that, except possibly 
the last factor, is derived from the ac- 
counts—it’s accounting data. The de- 
cisions that they were called on to 
make involved the next quarter’s ex- 
penditures for production, for mar- 
keting, for research and development, 
for additional plant investment, and 
what the price would be for the 
product. 


Of course this was an exercise and 
didn’t prove anything. The only 
point it has for us, I think, is that it 
illustrates the kind of thinking that 
is now becoming common in large and 
medium size business corporations. 
And it’s the kind of thinking with 
which small business is going to have 
to compete if it’s going to realize its 
full capabilities or even survive. I 
don’t know—you know better than I 
do—but I suspect there are quite a 
few small business men who don’t 
know their unit costs (if they produce 
more than one product) or don’t have 
a sound system of inventory control, 
or don’t try in a methodical way to 
forecast their working capital re- 
quirements. They don’t keep control 
of their cash flow, practice budgetary 
control, or organize estate planning or 
financial planning in general. It 
seems to me to be quite obvious that 
small business, which cannot afford 
full-time controllers or full-time pro- 
fessional managers who do this kind 
of thing in the big concerns, can get 
this kind of help only from you. The 
certified public accountant is the only 
person available who can produce this 
kind of data for small business men 
and show them how to use it in mak- 
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ing their decisions from period to} 
period. | 

It adds up to the fact that no busi- 
ness is too small to need this kind of! 
service, and that there are about three; 
million small businesses in the country, 
now who need the help of CPAs in the} 
field of management accounting. 


How PLANNING APPLIES 


This line of reasoning brings us} 
back to our main subject of planning. 
We can accept the fact that by 1965, 
to say nothing of 1970 or 1980, the 
potential volume of accounting prac-} 
tice is going to multiply itself several | 
times. But even though it is true that! 
the CPA is the only person who can| 
do certain things that business has to 
have done, it is not necessarily true 
that all this potential will translate 
itself into paid engagements. It seems 
to me that if we want to translate the 
potential into actual practice, this 
word planning can be extremely bela 
Ful to Us; 

Planning, it seems to us, should bel 
done by each individual pee | 
firm or by each individual CPA in} 
practice on his own account. Coor-} 
dinated planning, we feel, should bel 
done by each state society, and above 
all by us at the Institute. We haven’t 
been too good at it either. 

Just for illustration, let’s take a 
plan for a firm or an individual certi- 
fied public accountant. What’s the 
main objective? Where do we want 
to be by 1965? Well, you have to 
frame your ultimate objective in 
fairly general terms. I’ve tried to do 
it, perhaps not very well. However, 
let’s suppose you decide your ob- 
jective is to do your best to help the 
free enterprise competitive economy 
work efficiently and productively in 
your community. Or let’s put it more 
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simply. You decide that your objective 
is to do all you can within the limits 
of your professional ability to help 
small business compete effectively 
with large business. Immediately a 
lot of questions come up. How are 
you going to do that? If there is go- 
ing to be a ereat expansion, where 
should I be in 1965? Should I be all 
alone? There’s no harm in that, but 
if I’m alone how am I going to man- 
age my time? Am I going to take 
every engagement that comes in, or 
am I going to select engagements and 
specialize in one field or another or in 
one industry or another? If I don’t 
think I should be alone, if I feel that 
I ought to be in a group practice, how 
many people should I have? What 
should my target for staff men be? 
What income will I need to permit 
me to give the best service of which 
I’m capable? If I’m just a young fel- 
low who has been in practice for 
three years, I know I’m not going to 
advise company presidents on whether 
to buy a new business any more than 
a young lawyer, who has been in prac- 
tice for three years, is going to try a 
big case before the United States Su- 
preme Court. Nevertheless I’ve got 
to evaluate my capabilities and decide 
how to get the money that will permit 
me to do the best work I’m capable of 
doing. In other words, I don’t want 
to spend all my time doing work that 
ean yield only two dollars and a half 
an hour when I think I’m capable of 
doing work that’s worth ten dollars 
an hour. How much time should I 
give to study, and how much time 
should I give to professional meet- 
ings? How much should I give to just 
sitting back and thinking about my 
clients’ problems, and my own prob- 
lems, and trying to get some construc- 
tive answers to them? How much 
time should I give to community ser- 
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vice and becoming known in the com- 
munity? What kind of work at what 
kind of rates will produce the results 
I want? What kind of work could I 
delegate to a junior or a secretary or 
another type of assistant? How am I 
going to recruit the staff that I think 
I’m going to need in 1965? Do I go 
to the colleges, advertise, or go to an 
employment agency? How have other 
CPAs done it? After I get them how 
do I train them? Do I just throw 
them out on the job and hope they 
do all right, or do I invest some more 
time in telling them in specifie terms 
how I want it done? Is there any or- 
ganization that can help me train 
them and do it more cheaply than I 
can do it myself? 

And how do I keep in touch with 
my clients? I’m so busy I hardly 
have a chance to see them. I some- 
times even mail reports instead of 
taking them over personally and ex- 
plaining them. How do I know what 
my chent’s problem is if I don’t see 
him periodically? How much is it 
worth to me to find out what he is 
thinking, and how his problems relate 
to the service that I can render? And 
if I don’t feel that I can solve his 
problems because I’m too busy, or be- 
cause I don’t feel that I know quite 
enough, should I sit on them and just 
wait until the day comes when I might 
solve them? Or should I point out to 
the client that he could get somebody 
else? Should I suggest another ac- 
counting firm or some other specialist 
to help him? If I do that, won’t he 
appreciate it? And won’t that help 
me grow too? 

Basically, planning consists of de- 
cisions about the uses of time and the 
uses of money, which are interrelated, 
of course. I must decide how much 
to invest in staff development, self-im- 
provement, client relations, library, 


10 THE ILLINOIS CERTIFIED PUBLIC ACCOUNTANT 


mechanical aids and all sorts of 
things. 

Of course, there must be a coor- 
dinated plan by the professional so- 
cieties. We feel that we must have 
a ten-year plan for the American In- 
stitute of Certified Public Account- 
ants; maybe with the help of that 
plan the state societies can make their 
own coordinated plans. For example, 
our objective might be ‘‘to bring 
about full recognition of certified pub- 
lic accountants as a profession of the 
first rank, with maximum opportuni- 
ties for service of the highest caliber 
of which its members are capable.’’ 
That, of course, is a broad, general 
objective. 

Well, how do we accomplish it? We 
now have thirty thousand members. 
Our projections indicate that by 1965 
we'll have fifty or sixty thousand 
members. How are we going to 
handle those members—the same 
way we do now, or should we divide 
up into sections as the Bar has had 
to do? Should there be a taxation 
section, a corporate section, a local 
practice section, a business manage- 
ment section and what-not? Or should 
there be sections by industry—the oil 
industry, cattle industry and so on? 
This is a problem that we have to 
face. 

What should be our relationship 
with the state societies? Is it satis- 
factory at the present time or should 
it be closer? Is the Institute doing 
some things that the state societies 
could do more efficiently? If so, are 
the state societies equipped to take 
them over? How do we work together 
so that we are not doing the job 
twice? 

What do we do about the CPA 
who is not in practice? Our member- 
ship is not very appealing to him at 
the moment. Do we want to bring 
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all of the fifty-six thousand CPAs ij 
the United States into the Institute 14 
we can, or are we mainly interestec’ 
in getting those who are practicing 
accounting? Those questions are stil 


unsolved and relate very seriously tq 
our planning. | 


How much of our revenue shoulc 
we expect to get from dues, and how 
much of it should we expect to get 
from the sales of special services tc 
groups within our membership wh« 
particularly desire those services. The 
Bar Association charges a minimun; 
flat rate of dues that every member 
pays, and then it charges additiona) 
fees or dues to belong to one or mor«é 
of its sections. The American Man} 
agement Association does something 
of the same sort; it charges its mem. 
bers minimum dues, and in addition 
charges them admission to mernagl 
and for publications. We have that 
sort of problem too. | 


Even more difficult is how to allo+ 
eate the revenues to activities 
What’s the high priority program 4 
What are our members most inter! 
ested in first? Should we spend more 
money in trying to develop a desirg 
to enter the accounting profession on 
the part of high-school students anc 
college freshmen and Renee 
Should we divert some of the funds 
going for that purpose to continuing 
education for CPAs _ themselves? 
Many of us have a feeling if the pro- 
fession is going to take advantage of 
all of the opportunities that He be- 
fore it, we have to set up locally, or at 
least on a state basis, facilities, such 
as every other profession has, for 
CPAs to go back to school again for 
a week or two weeks, maybe in the 
summertime, and learn about new de- 
velopment, learn about what other 
people are doing in the field of man- 
agement services, for example. 
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Maybe we should devote more time 
and effort in the Institute to the sub- 
ject of the management of the CPA’s 
practice. I think most of you know 
we are just starting a new project, 
which you'll hear more about on prac- 
tice management and the economics 
of accounting practice. 

But what could be more important 
than the continued development of 
standards of auditing and compli- 
ance with auditing standards and our 
eode of ethical conduct? If these 
standards are not maintained, the rug 
ean be pulled from beneath our pro- 
fessional status in a very short time. 
Nothing is more basic than our 
standards. 

Again, we ought to do more re- 
search, not only in accounting and 
taxes, and auditing, but in the field of 
management services. And we must 
not forget public relations, because if 
we do not communicate with groups 
that have interests in common with us 
—the business public, the general 
public, the legislature, and other key 
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people—we may find the whole house 
collapsing on us. 

So we all have a lot of decisions to 
make. But we don’t want to make 
them without facts, analysis, and logi- 
cal selection. It seems to me that we 
have about all the basic ingredients 
necessary for a recipe of success for 
the accounting profession. We have 
confidence in our members. They 
have integrity—no profession has 
more—and they have competence. 
The economy needs them. We have 
established sound human_ relations 
with the business community, and the 
government, and other ‘‘publies.’’ It 
seems to me that all we need to get 
the most out of what we’ve got is this 
thing that we call ‘‘planning.’’ 

I think that if we can only put all 
of these other ingredients together in 
the right proportions, and do a good 
job of business management, it won’t 
be long before we have attained the 
goal of having the CPA universally 
recognized as ‘‘the profession of 
business. ”’ 


A Critical Look at 
Generally Accepted 
Auditing Standard 


By R. K. 


In 1947, the Committee on Auditing 
Procedure of the American Institute 
of Accountants published a Tentative 
Statement of Auditing Standards + 
in which nine propositions were 
offered, three as general standards 
and three each as standards of field 
work and reporting. A summary 
statement of these standards was ap- 
proved and adopted by the member- 
ship at the annual meeting of the In- 
stitute in September, 1948. At the 
Institute’s annual meeting in Novem- 
ber, 1949, the membership approved 
a proposal concerned with the expres- 
sion of an opinion by independent 
certified public accountants on exam- 
inations restricted in scope or requir- 
ing substantial qualifications for other 
reasons. The essence of this proposi- 
tion found its way into publication as 
an auditing standard in 1954 when 
the original nine tentative standards 
plus this additional standard of re- 
porting, ten in all, were again pub- 
lished, this time as generally accepted 
auditing standards.* 

1 Tentative 
American 
1947. 


2 Generally Accepted Auditing Standards, Ameri- 
can Institute of Accountants, New York, 1954, 


Statement of 
Institute of 


Auditing 
Accountants, 


Standards, 
New York, 


Mautz 
| 
It appears that the first two words 
of this description, ‘‘generally ae; 
cepted auditing standards,’’ were wel| 
chosen. Although a considerable 
number of articles appeared in pro; 
fessional periodicals prior to 1947] 
some of them critical of the possibility 
of and need for a statement of audit 
ing standards, little of a critical na 
ture has appeared since the publica} 
tion of the tentative standards in tha 
year. Except for the addition of th 
one standard mentioned, the tentative 
standards proposed in 1947 were an 
cepted without change and appar’ 
ently with little or no criticism. It ig 
the purpose of this paper to subjee 
the ten generally accepted auditing 
standards to the critical study which 
they have long merited but have no 
as yet received. In defense of this 
critical approach, I hasten to adc 
that it is intended to be constructive 
It is hoped that out of such an exam- 
ination may come a stronger, more use. 
ful statement of auditing standards. 
It may be well to put the present 
standards in perspective by briefly 
reviewing their history. How did 
they come to be? What was their pur- 
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pose? How well do they fill the need 
they were developed to meet? 


The first published reference to au- 
diting standards apparently is found 
in 8.E.C. Accounting Series Release 
No. 21 which appeared in February, 
1941. This release was aimed at im- 
proving the form and content of ac- 
countants’ certificates and required 
that : 


‘“The accountants’ certificate . . . shall 
state whether the audit was made in ae- 
cordance with generally accepted audit- 
ing standards applicable in the 
circumstances; ... .??® 


Previous to this, the guide to an 
adequate audit was found in the 
pamphlet, Examination of Financial 
Statements by Independent Public 
Accountants * published in 1936 by 
the American Institute of Account- 
ants. This pamphlet is the direct de- 
scendent of a proposal by the Federal 
Reserve Board in 1917 recommending 
procedures to be followed in the prep- 
aration and audit of the financial 
statements of manufacturing and mer- 
chandising concerns. Entitled ‘‘Uni- 
form Accounts,’’ this proposal first 
appeared in the April, 1917 issue of 
the Federal Reserve Bulletin.’ It was 
issued by the Government Printing 
Office in pamphlet form in the same 
year © and reissued in 1918 under the 
more descriptive title, Approved 
Methods for the Preparation of Bal- 

3 United States Securities and Exchange Com- 
mission, Accounting Series Releases, p. 38, United 
States Government Printing Office, Washington, 
1956. 

4 Bxamination of Financial Statements by In- 
dependent Public Accountants, American Institute 
of Accountants, New York, 1936. 

5 “Uniform Accounts,’ Federal Reserve Bulletin, 
April 1, 1917, p. 70. 

6 Uniform Accounting, A Tentative Proposal 
Submitted by the Federal Reserve Board, Washing- 
ton, for the Consideration of Banks, Bankers, and 
Banking Associations; Merchants, Manufacturers, 
and Associations of Manufacturers; Auditors, Ac- 


countants, and Associations of Accountants, Gov- 
ernment Printing Office, Washington, 1917. 


ance Sheet Statements." In May, 1929 
a revised version prepared by the 
American Institute of Accountants 
and entitled, Verification of Financial 
Statements was published by the 
Government Printing Office.’ From 
1952 through 1934, the American In- 
stitute of Accountants and the New 
York Stock Exchange carried on a 
substantial correspondence concerned 
with this subject ® and finally in 1936, 
Examination of Financial Statements 
by Independent Public Accountants, 
a revision of the 1929 pamphlet, was 
published by the American Institute 
of Accountants. 

As one result of its investigation 
in the McKesson-Robbins Case, the 
S.E.C. indicated its dissatisfaction 
with auditors’ opinions which made 
no mention of this publication, yet 
which accepted it as authoritative in 
establishing their responsibilities. Re- 
lease No. 21 reads in part: 

cc  . . it is to be hoped that really 
descriptive language will be used as dis- 
tinguished from a standard form based 


upon procedures set forth in a bulletin 
neither of which is referred to in the 


certificate.’’ ”° 


The year 1941 thus provides not only 
the first authoritative use of the term 
‘“venerally accepted auditing stand- 
ards,’ it also marks the point at 
which fairly detailed rules and pro- 


eedures for financial statement ex- 


7TApproved Methods for the Preparation of 
Balance Sheet Statements, A Tentative Proposal 
Submitted by the Federal Reserve Board, Wash- 
ington, for the Consideration of Banks, Bankers, 
and Banking Associations; Merchants, Manu- 
facturers, and Associations of Manufacturers ; 
Auditors, Accountants, and Associations of Ac- 
countants, Government Printing Office, Washing- 
ton LOL, E 

8 Verification of Financial Statements, United 
States Government Printing Office, Washington, 
1929. 

29 Audits of Corporate Accownts, Correspondence 
between the Special Committee on Cooperation 
with Stock Exchanges of the American Institute 
of Accountants and the Committee on Stock List 
of the New York Stock Eachange, 1932-1984. 

10 Accounting Series Releases, p. 37. 
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amination and preparation were sup- 


planted by less specific auditing 
standards. From 1941 until 1947, 


when the tentative standards were 
first published, a considerable ex- 
penditure of time and effort was di- 
rected at the development of auditing 
standards and a form of aecountant’s 
report that would refer to such stand- 
ards satisfactorily. 

With considerable accuracy, there- 
fore, it can be said that our generally 
accepted auditing standards appeared 
as the direct result of pressure by the 
S.E.C. for improvement in the form 
and content of accountants’ short 
form reports. But accurate as this 
claim may be, it is little more than a 
half truth. It can be contended with 
equal validity that, by the late 1930’s, 
pubhe accountants as a group were 
becoming aware of the professional 
nature and stature of their work to an 
extent never before so generally felt. 
As happens at some point in the de- 
velopment of every profession, not 
just a few leaders, but a considerable 
number of practitioners began to 
comprehend and appreciate the social 
importance of public accounting and 
of professional responsibilities. The 
responses in 1937 to the American In- 
stitute of Accountants’ fiftieth anni- 
versary essay contest on the subject, 
“To What Extent Can the Practice 
of Accounting be Reduced to Rules 
and Standards’’ and the Sanders, 
Hatfield, and Moore monograph, A 
Statement of Accounting Principles ™ 
are indications of this. The profession 
was ripe for such efforts as the de- 
velopment of professional standards ; 
the MecKesson-Robbins Case and the 
S.E.C. may have forced the issue a 
few years earlier than would other- 
wise have been the case, but the pres- 

41 Sanders, T. H., Hatfield, H. R., and Moore, 


U., A Statement of Accounting Principles, Ameri- 
can Institute of Accountants, 1938. 


| 
i 
| 


sure was certainly mounting. The; 
explosion of interest in principles, 
standards, and professional responsi- 
bilities which even the second world} 
war could not stem was inevitable and 
would not have delayed much longer 
even without the timely urging of the! 
S.E.C. 

Therefore, the purpose of the au- 
diting standards developed by the: 
Committee on Auditing Procedure: 
cannot be described as merely to meet 
the pressure exerted by the Securities 
and Exchange Commission. This was 
perhaps the immediate incentive, but! 


. j 
the real purpose must be viewed as 


something far more fundamental and 
long-range in outlook. This more 
basic purpose might be expressed in} 
a variety of ways, but stated simply 
it was to raise the level of professional 
performance. If we look closely aq 
the nature and purpose of standards} 
it becomes apparent that such mus 
be their real function. As defined by 
C. A. Moyer, ‘‘Audit standards ar 
criteria or measures of performane 
which are established by authority 
or general consent as general guides 
to action. They imply a degree o 
uniformity in quality of perform} 
ance.’’ 1" Standards give to all con} 
cerned an indication of what is re| 
quired if a given examination is to b 
considered adequate in scope anc 
performance, and by so doing helt) 
to raise the general level of profes), 
sional practice. | 

This basic purpose of auditing 
standards can be made more specific 
by considering the needs of the differ) 
ent groups concerned with profes) 
sional performance. Standards shoulc 
provide guides: 


1. For the evaluation of profes} 


Moyer, C. A., “Audit Programs and Stand 
ards, Principles, and Procedures,’ The Jowrna 
of Accountancy, December, 1952, p. 687. 
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sional performance by practicing pub- 
lie accountants. 

2. To indicate accepted require- 
ments of practice to those outside the 
profession who have oceasion to judge 
or evaluate the work of practicing 
accountants. 

3. To suggest the extent and nature 
of education expected of those prepar- 
ing for entry into the profession. 


Thus generally accepted auditing 
standards, if they adequately fulfill 
their function, provide the practicing 
accountant with a basis for self-re- 
view, a means of evaluating his own 
work so that he may determine 
whether or not he is satisfying his 
professional responsibilities. They 
should give courts, commissions, and 
other interested parties a reasonably 
clear indication of what professional 
accountants hold as required in the 
adequate performance of an examina- 
tion of financial statements. Finally, 
they should be useful to teachers and 
students for educational purposes. 
From the standards it should be pos- 
sible to determine what a _ student 
should know and understand in order 
to be considered sufficiently well 
trained to be useful on professional 
assignments. 

A frank evaluation of the ten gen- 
erally accepted auditing standards 
finds them generally unsatisfactory 
for these purposes. Their issuance 
met the demands of the S.E.C. and 
satisfactorily fulfilled the immediate 
need; it is extremely doubtful, how- 
ever, if they have been effective in 
raising the level of professional per- 
formance in any substantial degree. 

This rather harsh assertion cannot 
be proved empirically, but a hard look 
at some of the standards themselves 
leaves one with little room for dis- 
agreement with this unhappy conclu- 
sion. Take, for example, any one of 


) 


the general standards. The first one 
reads: 
““The examination is to be performed 
by a person or persons having adequate 
technical training and proficiency as an 
auditor.’ 
If one seriously tries to take the point 
of view of an outsider, he is likely to 
read this standard as saying that an 
auditor ought to have enough training 
and experience to know what he is 
doing. This seems so obvious a re- 
quirement as scarcely to justify repe- 
tition. But how much technical edu- 
cation is required? How does one 
measure the required proficiency? 
Just what are the standards by which 
these desirable characteristics are 
judged? How ean one tell if a given 
auditor does or does not have ade- 
quate technical training and_ pro- 
ficiency? No help is given on these 
pertinent matters. 

Standards (2) and (38) in 
group are no more helpful. 
read : 


this 
They 


‘¢9. In all matters relating to the as- 
signment an independence in mental at- 
titude is to be maintained by the auditor 
or auditors. 
3. Due professional care is to be ex- 
ercised in the performance of the exam- 
ination and the preparation of the 
report.’’ 
In short, an auditor must be inde- 
pendent; he must exercise due care in 
his work. But how does a young prac- 
titioner judge his own extent of inde- 
pendence? When has he overstepped 
the bounds and lost this essential 
characteristic? Can we give him no 
help here at all? And isn’t ‘‘due 
eare’’? another obvious requirement, 
so obvious, in fact, that failure to 
specify what it means robs this stand- 
ard of any real significance? 

This type of question can be di- 
rected at the standards of field work 
with equal validity. 
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““Standards of Field Work 

1. The work is to be adequately planned 
and assistants, if any, are to be properly 
supervised. 

2. There is to be a proper study and 
evaluation of the existing internal control 
as the basis for reliance thereon and for 
the determination of the resultant extent 
of the tests to which auditing procedures 
are to be restricted. 

3. Sufficient, competent, evidential mat- 
ter is to be obtained through inspection, 
observation, inquiries, and confirmations 
to afford a reasonable basis for an opinion 
regarding the financial statements under 
examination, ’’ 


Does any one of these really add to 
an inquiring reader’s knowledge of 
what is required in an audit examina- 
tion? Is a judge, a member of a jury, 
an accounting student, or even a prac- 
ticing accountant substantially more 
able to judge professional perform- 
ance after reading these standards 
than before? The use of such qualify- 
ing terms as ‘‘adequately,’’ ‘‘prop- 
erly,’ ‘‘sufficient,’’ and ‘‘reasonable’’ 
in propositions as general as these 
comes close to reheving them of all 
effectiveness. Do these statements 
give any real guide to a beginning 
practitioner with respect to the extent 
of his internal control review or the 
kinds of evidence he can rely on? And 
if they don’t do these things, are they 
fufilling their purpose? Can they 
raise the level of professional 
performance? 

The standards of reporting, for 
some reason, are of a substantially 
different character. These are much 
more specific than those relating to 
performance of the examination. The 
first one reads: 

““The report shall state whether the 
financial statements are presented in ac- 
cordance with generally accepted prin- 
ciples of accounting.’’ 


Although we have never satisfactorily 
stated the ‘‘generally accepted prin- 
ciples of accounting,’’ this standard is 


clear and to the point. A_ specific; 
statement on a specific subject is re4 
quired in the audit report. Without 
it, the report fails to meet the stand- 
ard. In effect, this is a rule. The! 
third standard in this group is much 
like those given in the other two} 
eroups, so unspecific as to be of little} 
help: 


‘<Tnformative disclosures in the finan- 
cial statements are to be regarded as 
reasonably adequate unless otherwise 


stated in the report.’’ 


| 
Numbers (2) and (4), lke number? 
(1), are sufficiently specific to havel 
meaning. 
The report shall state whether 
such principles have been consistently; 
observed in the current period in relatioz 
to the preceding period. ] 
4. The report shall either contain ot 
expression of opinion regarding the finan 
cial statements, taken as a whole, or at 
assertion to the effect that an opinio1 
cannot be expressed. When an over-al 
opinion cannot be expressed, the reasons 
therefor should be stated. In all cases 
where an auditor’s name is associatec 
with financial statements the repor 
should contain a clear-cut indication o 
the character of the auditor’s examina 
tion, if any, and the degree of responsi 
bility he is taking.’’ 


coo 


on 


In short, our ten standards divide 
themselves into two groups. Three of 
them, all related to reporting, not only} 
are fairly specific, but are in the "aI 
ture of rules; the other seven are s 
general and include so many qualify-4 
ing terms as to be of little informative 
value to anyone. It is on this faecth 
that one can challenge their useful- 
ness as standards. How ean such in- 
definite statements serve as guides td 
anyone? How can such belaboring 0 
the obvious raise the level of profes- 
sional performance ? 

Although the question of why w 
have such indefinite standards ap- 
pears to have little to do with im 
proving the situation, it is still a 
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intriguing one, and an answer may 
help us avoid a similar error again. 
One very likely reason is that we have 
a confusion of principles and stand- 
ards. Generally Accepted Auditing 
Standards points out that in discus- 
sions with the Institute Committee, 
the Commission stated: 
‘¢ Auditing standards may be regarded 
as the underlying principles of auditing 
which control the nature and extent of 


the evidence to be obtained by means of 
auditing procedures .. .’’™” 


This unfortunate confusion of terms 
may have led to the selection of these 
broad, general statements not at all 
suitable as standards. Another reason 
for the development of standards in 
the form that we now have them could 
be a desire to avoid the specific type 


~ 


mented and expanded. They tend to 
mark out the general areas in which 
guidance is needed: let us now de- 
velop more useful euides within 
these areas. Let us develop, for ex- 
ample, supplementary standards in- 
dicating the nature of competent evi- 
dential matter, and, if possible, guides 
for evaluation of the sufficiency of 
evidence in specific cases. Let us 
indicate what is comprehended in a 
proper study and evaluation of in- 
ternal control. Let us indicate more 
specifically the characteristics of in- 
dependence, in order that its presence 
or absence may be judged. Except 
for the standards of reporting already 
noted, it seems entirely possible that 
supplementary standards can be de- 
veloped to support and expand each 


of instruction found in Hxamination 
of Financial Statements, previously Some may fear such a proposal as 
| the “‘standard”’ for evaluation of au- this on the grounds that it will result 
-diting performance. in rules and regulations that will 
_ Of course, these are surmises at regiment the profession and hamper 
best, and the more important task 1S the exereise of essential judement 
to consider the standards themselves. oper : 


of the present standards. 


What, if anything, should be done 
with them? Should they be aban- 
doned, revised, modified, or left as 
they are? 

Here I must be careful to make my 
position clear. I feel that we have a 
real need for auditing standards. For 
the reasons stated earlier, to raise the 
level of professional performance, to 
‘guide practitioners, students of ac- 
‘counting, and those who must judge 
the efforts of practicing auditors, we 
need good standards. The fault of our 
present standards is not that they 
exist; it is that they do not go far 
enough in fulfilling their purpose. 
They fall short of providing the 
guides that are urgently needed. 
Rather than abandoing our present 
standards, I urge they be supple- 


13 Generally Accepted Auditing Standards, p. 12. 


This is an eventuality that could oc- 
cur, of course, but there is no reason 
why it must. The line between too 
little and too much restriction is a 
fine one, but it is the task of standards 
to seek this out and mark it as clearly 
as possible. The present standards 
themselves are restrictive; they re- 
quire that certain conditions be met. 
Any effort to raise professional 
standards must be restrictive, but this 
in itself does not eliminate judgment. 
For example, the decision of whether 
to review internal control has been 
eliminated by the present standards ; 
an appropriate review is required. 
The much more difficult question of 
how to review internal control in each 
of many examinations still exists, and 
its solution calls for the skillful ex- 
ercise of judgment in each case. 
Similarly, due care is required, but 


18 THE ILLINOIS CERTIFIED PUBLIC ACCOUNTANT 


choice of methods of exercising it 1s 
left to the auditor. Thus standards 
curtail judgment in one area but 
avoid infringement on this profes- 
sional characteristic in others. 

Expansion of the standards as rec- 
ommended here should be almost com- 
pletely in the direction of limiting 
judgements with respect to whether or 
not a given step should be taken; 
seldom should standards infringe in 
any way on the exercise of judgment 
concerned with how to proceed with 
performance of the required step. Re- 
striction of the ‘‘whether’’ type of 
judgment is required if the level of 
performance of the profession is to be 
raised; freedom of choice with re- 
spect to the ‘‘how to do it’’ type of 
decision is essential to maintenance 
of the professional stature of account- 
ants. Any attempt to develop supple- 
mentary standards should recognize 
these fundamental limitations. 

What we need is considerable study 
of our present standards. To what ex- 
tent do they provide the guides we 
need; in what respects do they fall 
short? How can they be expanded or 
supplemented so that they may be- 
come effective standards to measure, 
evaluate, or teach professional per- 
formance? How can these supple- 
mentary standards be worded so that 
they offer guidance to a practitioner 
or a student without unduly limiting 
judgment and freedom? 

As an illustration of what is in- 
tended by supplementary standards, 
let us direct our attention to the third 
general standard. ‘‘Due professional 
care is to be exercised in the perform- 
ance of the examination and the prep- 
aration of the report.’’ As suggested 
previously, this standard offers little 
real guidance. Can we indicate the 
nature and meaning of due care in 
audit work any more definitely than 


| 
| 
j 
i 
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this? Can this standard be supple: 
mented by one or more statements 
indicating specific points at which 
care is required and the nature of the 
steps to be taken in the exercise of 
professional care? Certainly the 
members of the committee respousibld 
for this standard had something mor¢ 
in mind than a vague thought tha‘ 
one should be careful in the perform | 
ance of professional work. Unless we 
are seriously incapable of expression) 
we should be able to state thes 
thoughts as guides for those who per? 
form such work. | 

It seems likely that the member} 
of the committee had in mind sue 
essentials as the need for alertness a) 
all times while performing audit test 
the importance of recognizing inter 
relationships among accounts and acl 
counting data, the fixing of responsil 
bility for work completed, the eal 
and extent of review reasonably r 
quired to reduce the possibility 0} 
error on the part of the audit staff 
and similar matters. Stated in th) 
form of supplementary standards 
these might appear somewhat a 
follows: 

1. Alertness to the possibilities of em 
rors and irregularities and to the imphes 
tions of inter-relationships in the dat: 
under review is required of all members 0 
the audit staff at all times. 

2. Acceptance of responsibility f 
work performed, and indication of sue 
acceptance, is required of all members 0 
the audit staff. 

3. <A review of the audit program 
should be made by a competent and ré 
sponsible person subsequent to and base: 
on study of the internal control in effec 
and prior to completion of the field wor 

4. A review of the work papers an) 
audit work of each man should be made bé 


a competent and responsible person befo 
the completion of the field work. 

5. An evaluation of the significance 
every error and irregularity discovere 
during the course of the examinatio 
should be made by a competent and r 
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sponsible person. Every material error 
and discrepancy, including any implica- 
tion of other errors and irregularities, 
should be investigated completely. 

6. Particularly difficult or unusual 
problems arising during the examination 
should be referred to a qualified specialist, 
or at least discussed with competent and 
responsible persons. 

7. The audit report should be re- 
viewed by a competent and responsible 
person and consideration given to the 
adequacy of the work paper support be- 
fore the report is released. 

8. Provision should be made for report 
checking and proof-reading as necessary 
to give reasonable assurance that clerical 
and typographical errors in the finished 
report have been eliminated or reduced 
to a minimum. 


Most of us would agree that failure 
on any one or more of these points 
would indicate lack of due profes- 
sional care. These requirements carry 
us beyond the basic standard and 
help us to get at the meaning of due 
professional care “‘in the perform- 
ance of the examination and the prep- 
aration of the report.’’ They indicate 
the points at which care should be 
directed; they do not specify how 
the care is to be implemented; thus 
they fall within the proper bounda- 
ries of professional standards. 

Some may challenge these state- 
ments on the ground that they are as 
general and indefinite as the basic 
standard; others may contend that 
they are overly restrictive. I think 
that neither of these charges is com- 


pletely justified. By specifying 
points of attention and _ general 


methods of approach, they add much 
to the clarity of the original standard. 
By refraining from detailing the pro- 
cedure to be followed, they avoid un- 
due restrictiveness. I think these or 
similar propositions could help in 
raising the level of professional per- 
formance by giving desirable guid- 


ance to practitioners, students, and 
others. 

It should be clearly understood that 
these are not, as they stand, submitted 
as supplementary standards. They 
would require a great deal of inten- 
Sive consideration and probably modi- 
fication or revision before they would 
warrant such a claim. They are 
offered here merely as an indication 
of how supplementary standards 
night be developed. The ones sug- 
gested here may be too few or too 
many, too general or too restrictive. 
They do, however, indicate the gen- 
eral nature of supplementary stand- 
ards and the purpose which supple- 
mentary standards could well serve, 
once developed and accepted. 

Are such supplementary standards 
really needed or are they something 
we can get along without for a good 
many more years, just as we have in 
the past? A realistic answer to this 
requires a little soul-searching and 
self-criticism by the profession. It 
can be contended that accounting 
tends to delay until it is actually in 
difficulty or at least under pressure 
before ever seeking any remedy. The 
profession was ready for the develop- 
ment of auditing standards, true, but 
nevertheless it did wait until urged 
by the S.E.C. before making any real 
progress. The impetus for develop- 
ment of Examination of Financial 
Statements, a publication of unques- 
tioned benefit to the profession, came 
originally from the Federal Reserve 
Board. To a greater extent than we 
like to believe, the story of progress in 
accounting is a record of important 
cases in which accountants appeared 
in an unfavorable light. Mr. Saul 
Levy has pointed out the possibility 
of having standards for the review of 
internal control forced upon us by a 
jury of laymen if we neglect the de- 
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velopment of such standards our- 
selves.!4 Certainly this may be pos- 
sible in other areas as well. Indeed, a 
question may be raised as to whether 
we can claim true professional stand- 
ing if we do not have realistic stand- 
ards for the evaluation, improvement, 
and policing of our professional work. 
It seems to me that the need for such 
standards and the obvious dangers 
in foregoing their prompt develop- 
ment are such that we should lose no 
time in commencing what may be a 
long and arduous task. 

How are such standards, if they are 
desirable, to be developed? The first 
thought, of course, is that a commit- 
tee, either one now in existence or one 
formed for the purpose, be assigned 
the task. But in my opinion, this ap- 
proach does not offer the greatest 
promise of success. We are not yet 
ready for committee activity in this 
area. First, we need a great deal of 
preliminary and exploratory work, a 
great many interested members of 
the profession, working alone or in 
small groups, attempting to express 
as clearly and as concisely as pos- 
sible their interpretations of the ten 
generally accepted auditing stand- 
ards. Committees, by nature, can do 
little more than consolidate progress ; 
the initial gains in a field such as ours 
come primarily through the research 
efforts of individuals or small groups. 
Not until this subject has been inten- 
sively studied by a goodly number of 
keen minds and the results of such 
studies made available for discussion 
and criticism will we have reached the 

14 Levy, Saul, “Internal Control and Legal Re- 


sponsibility,’ The Journal of Accountancy, Febru- 
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committee stage in the development 0 
supplementary standards. | 
Now what does this all add up to# 
First, I think the present ten gener4 
ally accepted auditing standards are; 
not adequate for their purpose. The 
tend to be either rules on specific re4 
porting practices or such general, in+ 
definite requirements as to be of littlel 
benefit in raising the level of profes- 
sional performance. Second, there is: 
real danger in maintaining to our 
selves and to the world that these 
pleasant generalities are the only pro- 
fessional standards we need. Publid 
accounting has an unfortunate his: 
tory of moving only when it is move 
upon. Imposition of standards by 
outside pressure of whatever kind i 
surely less desirable than developin 
and establishing our own. Third, th 
present generally accepted standard 
can serve as a basis for the develop 
ment of a series of supplementary 
standards to provide more specific 
euidance than is now available. Sue 
supplementary standards need not in- 
terfere in the least with the exercisd 
of appropriate professional judg} 
ment, and they are fundamental t 
any serious effort to raise the level o 
professional performance. Every 
member of the profession, particu} 
larly if he is in full time practice, has 
an opportunity to make a real contri) 
bution to this development throug 
analyzing carefully his understand) 
ing of the present standards, offering) 
suggestions for their modification | 
and working in every way possibl 
toward their clarification and expan) 
sion. I think this is as important 
task as faces the profession. W 
would do well to get on with it. 


THE DETERMINATION 
QF NET INCOME 


By Ira N. FrIsBree 


In the United States the number of 
investors in large businesses has been 
increasing rapidly. The number of 
stockholders in General Motors Cor- 
poration, for example, increased 27 
per cent between January 1, 1955 and 
June, 1956 to a total of 621,000. Gen- 
eral Electric Company had a 22 per 
cent increase in the average number 
of stockholders in 1955 as compared 
with 1954. 

These numerical increases in stock- 
holders do not give the complete pic- 
ture. The number who indirectly are 
the owners of the capital stock has 
been increasing also. Pension funds 
and profit-sharing funds have been es- 
tablished by many corporate em- 
ployers. Health and welfare funds 
are now common in the labor unions 
and pension funds have been intro- 
duced in these organizations. Some 
of these savings are invested in the 
capital stocks of American corpora- 
tions. Thus, we find that the number 
of people who have reason to be in- 
terested in the results of such invest- 
ments is much larger than the number 
of stockholders. A large part of these 
investments is made for the primary 
purpose of accumulating wealth to 
provide future income, rather than 
current income for the participants. 

Accompanying the increases in 


stockholders there has been more ex- 
tensive and more frequent financial 
reporting by the corporate officers, 
particularly as to profits. A consider- 
able number issue quarterly state- 
ments of income in addition to the an- 
nual audited financial statements 
dealing more extensively with the 
operations of the year. These fre- 
quent reports recognize that the chief 
interest of the stockholder is in the 
earnings of the business. How much 
is the profit per share this year or 
this quarter or this month? How 
much was it last year? How much 
can be expected next year? And how 
much will be paid in dividends? 
Nevertheless, business profit is a 
term which is quite indefinite and 
nebulous. Certainly for the inter- 
mediate periods in the life of a busi- 
ness it cannot be determined with 
exactness. A carefully worded annual 
statement of income might be called 
a ‘‘tentative statement of profit.”’ 
Only a statement covering the entire 
life of a business can be deemed to be 
accurate in the determination of 
profit. 
Economic INCOME AND 
FINANCIAL REPORTING 


Such a statement, although accur- 
ate in the monetary units in which it 
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is presented, is not likely to be ac- 
eurate from the standpoint of eco- 
nomic income because of changes in 
economic value of those monetary 
units. For example, if a person in- 
vests $100,000 in a business and ten 
years later, upon winding up of the 
business and without any previous 
withdrawals, receives exactly $100,000 
as his entire recovery, we may say 
accurately that he has had no mone- 
tary profit or loss. But if the value 
of those dollars has changed in the 
ten years so that they will buy only 
one-half of what they would purchase 
at the beginning of the period, it is 
obvious that there has been an eco- 
nomic loss of 50,000 of his original 
dollars, or one-half of his investment. 
We cannot deny the occurrence of 
such a loss even though the only 
factor affecting the value of his origi- 
nal $100,000 was the changing price 
level. In facet, in terms of current 
dollars, his loss is not $50,000 but 
$100,000. Instead of having 200,000 
current dollars from his $100,000 in- 
vestment of ten years ago, he has only 
100,000 current dollars. 

Even if the investor were to receive 
$200,000 in return for his $100,000 
investment under the circumstances 
just described, would he have any 
satisfaction in recovering the same 
purchasing power that he originally 
invested if he has had no spendable 
income during the period of his in- 
vestment? Certainly the receipt of 
$200,000 in this case would not. re- 
sult in any spendable income. All the 
investor could say is that his capital 
was not dissipated. Is this not some- 
thing he should know during the ten- 
year period when operating results 
are being reported to him in each in- 
terim period? If dividends had been 
paid to him during the ten-year per- 
iod as a result of accounting methods 
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which failed to recognize the decrea. 
ing value of the dollars, the stoel 
holder would think that he was rj 
ceiving spendable income whereas W 
might only be receiving part of hd 
original investment. 


PROFIT AND THE CONSERVATION OF 
CAPITAL 


Economic profit also should be re# 
ognized as important to the corpora|| 


creases upon the capital requiremeny| 
of the enterprise. A comprehensiy 
picture of the financial status of 
business and of its future capital 
quirements is not necessarily obtain 


still others are quoted in a mixture 
1956 and 1957 sores the resulting 


ments may a quite misleading. If, 
ascertaining profit, the expenses aj 
determined by recording either tl] 
sale or use of assets in terms of oul 
of-date dollars, the resulting 
profit’? may not be available to tll 
investors. It may be partly or eff 
tirely needed to replace the ass 
sold or consumed. In other words, 
may be capital required to contint] 
the business—that is, to continue t]] 
same volume of operations witho)} 
expansion of plant or of inventorial 
To the extent that such a monetat 
profit is required to continue | 
tions which are identical with th] 
past operations, it is difficult to fit) 
any basis for labelling it as ‘‘ profit) 
However, to measure the extent 


oe 
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he misnomer or to avoid its creation 
n the accounts requires continuing 
idjustments within or without the 
ooks of account. 


TUROPEAN PRACTICES IN RECORDING 
REPLACEMENT VALUES 


At the Sixth International Congress 
yn Accounting in 1952 eight papers 
vere presented on the subject ‘‘ Flue- 
uating Price Levels in Relation to 
\ccounts.’’ Within the limits of the 
resent discussion it is not possible to 
eview all of the excellent presenta- 
ions or to summarize all of the points 
f view expressed. Nearly all of the 
peakers were in favor of eliminating 
t least part of the effects of fluctuat- 
ng price levels in the ascertainment 
f profits. The methods of accom- 
lishment differed. Some favored an 
idjustment only in the _ historical 
ost of fixed assets and of deprecia- 
ion to be made at periodic intervals 
vhen an appreciable change in value 
iad occurred. Apparently the re- 
aluation dates would be infrequent. 
\t those dates the plant assets would 
ye valued at current prices and for a 
ime thereafter, until inflation became 
narked, the resulting expression of 
lepreciation would not differ mater- 
ally from the current level of prices. 
This point of view has been followed 
n England. For example, the finan- 
ial statements of the Imperial Chem- 
cal Industries, Limited, show that a 
evaluation of physical assets took 
lace as of January 1, 1950, with the 
llowance for depreciation deter- 
nined on the revaluation basis. 

Other participants at the Sixth In- 
ernational Congress supported the 
hesis that replacement values should 
e recorded annually upon the books 
nd in the financial statements in 
rder to state correctly the profits of 
he enterprise and the amount of 
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capital employed. It is interesting to 
note that the replacement-value 
theory is being used by important 
companies in the Netherlands. The 
annual reports of N. V. Phillips’ 
Gloeilampenfabrieken present the 
property, plant, and equipment on 
the basis of replacement value less de- 
preciation, and the inventories also 
are shown at replacement value. 
These replacement values are deter- 
mined by means of indexes measuring 
the price trends of the various assets. 
An account called ‘‘revaluation sur- 
plus”’ is credited or charged with the 
changes in the replacement values. 
Profits are ascertained by calculating 
depreciation expense on the replace- 
ment values of the property, plant, 
and equipment, and by using replace- 
ment values for raw materials and 
other elements of the cost of sales. 
Replacement values instead of his- 
torical costs are similarly used by the 
Algemene Kunstzijde Unie N. V., a 
Netherlands corporation, as stated in 
a prospectus issued in the United 
States in 1953 in connection with its 
offering of American shares. This 
prospectus stated that the net income 
‘‘has been determined on the basis of 
generally acceptable accounting prin- 
ciples in the Netherlands, which prin- 
ciples include, in the determination of 
net income, provision for depreciation 
on the basis of estimated replacement 
value rather than historical cost 
and costing of sales at replacement 
value rather than cost. ..”’ 


ApgustEep Historical Cost 


One speaker at the Sixth Congress, 
Professor Willard J. Graham of the 
American Accounting Association, 
presented ‘‘adjusted historical cost” 
as the preferred basis for the periodic 
reporting of income and compared 
this method with replacement cost. 


a 


His paper embodies the recommenda- 
tions of the American Accounting As- 
sociation Committee on Concepts and 
Standards Underlying Corporate F1- 
nancial Statements presented in their 
‘‘Supplementary Statement No. 2”’ 
which was issued August 1, 1951, and 
is published in the Accounting Review 
for October, 1951. 

Adjusted historical cost is stated 
to be ‘‘historical dollar cost adjusted 
to a current dollar basis by the appli- 
eation of a broadly accepted index of 
general prices.’’ Professor Graham 
further states that ‘‘net income based 
on ‘adjusted historical cost’ is also a 
clear-cut, definite concept . . . the ex- 
cess of revenue, expressed in current 
dollars, over the incurred cost of the 
capital (assets and services) con- 
sumed in producing that revenue, ex- 
pressed in the same sized current 
dollars.’’ 

There are several advantages of the 
adjusted historical cost method. One 
is that the primary financial state- 
ments, as prepared by management 
and verified by independent account- 
ants, can continue to reflect historical 
dollar costs if this is desired. The 
committee of the American Account- 
ing Association has so recommended. 
The conversion of the conventional 
financial statements to reflect the 
changes in the price level is accom- 
plished without changes in the books 
of account. The American Account- 
ing Association has issued two publi- 
cations which explain and illustrate 
the technique to be used in making 
the price-level adjustments. The first 
of these publications is entitled ‘‘ Case 
Studies of Four Companies,’’ which 
was prepared under the direction of 
Professor Ralph C. Jones and was 
published in 1955. The other publi- 
eation is a pamphlet on ‘‘ Basie Con- 
cepts and Methods’’ prepared by Pro- 


24 THE ILLINOIS CERTIFIED PUBLIC ACCOUNTANT 


: 
{ 
| 


fessor Perry Mason and issued inj 
1956. This later pamphlet provides a} 
brief explanation of the problem and | 
illustrates the technique which was 
used in the case studies. 

The committee of the American Ac-; 
counting Association believes that it) 
is essential to full disclosure to adjust} 
all of the items on the financial state- 
ments to the current dollar amounts. 
By use of a general price index, such) 
as the Consumers’ Price Index of the} 
U.S. Bureau of Labor Statistics, the; 
various items on the income state-! 
ment and on the balance sheet are con-! 
verted to current dollars. <As illus-} 
trated by Professor Mason in ‘‘ Basie 
Concepts and Methods,’’ this pro-,; 
cedure of conversion starts with thes 
published price index numbers which) 
are converted into a _ purchasing 
power index and the latter is ex- 
pressed decimally with the current 
date as the basis for reference. The} 
resulting decimals, known as conver 
sion factors, can be applied easily to 
the historical cost amounts requiring 
adjustment. For example, if the price} 
index has doubled since the date of} 
acquisition of the plant assets, the 
conversion factor will be two and the} 
valuation of the plant assets on the} 
adjusted historical cost basis will be 
twice the book amount of historical] 
cost. Similarly, if the same change in 
price level has taken place since the 
capital stock was issued, the adjusted) 
balance sheet will show the capital 
stock account at twice as many dol- 
lars as were paid in at the time of! 
issue. Bonds or other long-term obli- 
gations, however, will not be adjusted 
at the balance sheet date becauses 
these, and the other liabilities to out 
siders, now might be paid with eur 
rent dollars. Extensive adjustments 
also are made on the income 
statement. 
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Several advantages may be sug- 
gested for the adjusted historical cost 
method. First, it offers considerable 
convenience and flexibility in ascer- 
taining and refining the adjustments. 
Because these adjustments ordinarily 
are not to be placed upon the books, 
decisions as to refinements do not have 
to be made in advance of preparing 
the conventional financial statements. 
Second, on the whole it is probable 
that the best purpose is accomplished 
by basing adjustments upon an index 
which measures the general level of 
prices rather than on indexes which 
measure price changes in_ specific 
commodities or types of commodities. 
Were the latter type of index to be 
used, the corrections would result in 
the use of replacement costs at the 
eurrent market, which, in the case of 
plant assets particularly, may not be 
the costs when the so-called ‘‘replace- 
ments’’ occur. Actually, lteral re- 
placements seldom, if ever, happen. 
Third, by applying a general purchas- 
ing power index to the original his- 
torical costs, the resulting financial 
statements are still on the basis of 
original cost, although adjusted to 
current monetary units. The prin- 
ciple of original cost still endures. 
The only change is in the measure- 
ment of original cost, which is done 
at approximately current dollars ra- 
ther than partially at out-of-date dol- 
lars. The resulting profit has been de- 
termined on the cost principle; 
current revenues have been reduced 
by the cost of current expenses, which 
are all expressed in monetary units 
having the same general purchasing 
power as those in which the current 
revenues are stated. 


AMERICAN STUDIES 


As yet there has been little, if any, 
use of the adjusted historical cost, or 
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of any other method of adjusting for 
price-level changes, among account- 
ants and business enterprises in the 
United States. One of the four com- 
panies studied by Professor Ralph C. 
Jones’ has continued the study and 
has published the adjusted figures 
as a supplement to its annual state- 
ment. One of the other companies 
that was included in the studies has 
made subsequent references to the 
variation between the rate of return 
on present-day values and on book 
values. 

Interest in the effects of the chang- 
ing price levels upon business profit 
appears likely to vary according to 
the amount of inflation currently ex- 
perienced. The problem receives little 
attention if prices are relatively 
stable or slowly creeping upward. 
Interest is stimulated when prices are 
advancing rapidly, as was the case in 
the United States during the six 
years from 1946 to 1951, inclusive. 
The average annual inerease in con- 
sumer prices was 6.4 per cent during 
this period. In contrast, this was fol- 
lowed by a period of price stability 
during the four years of 1952-1955, 
inclusive. 

In 1948 a Study Group on Busi- 
ness Income was organized by the 
American Institute of Account- 
ants for an intensive study of 
the uses of the word ‘‘income’’ and 
‘“‘terms associated therewith in ac- 
counting and in business, economic, 
and political fields.”? Outstanding ac- 
countants and economists comprised 
the study group, whose report was 
published in 1952 under the title 
“Changing Coneepts of Business In- 
come.’’ A majority of the group rec- 
ognized the need for accounting 
statements that would be more broadly 


1“Qase Studies of Four Companies,’ Ralph 
Coughenour Jones, American Accounting Associa- 
tion, 1955. 


meaningful by measuring profits in 
units of equal purchasing power dur- 
ing periods when the value of the 
monetary unit was not stable. The 
conclusion was expressed that methods 
should be developed to expand the 
framework of accounting to recognize 
the changes in value, but that for the 
present, the primary statements of 
income should continue to be on bases 
now commonly accepted. It was sug- 
gested, however, that corporations 
should be encouraged to furnish in- 
formation to stockholders which will 
facilitate the determination of income 
measured in units of approximately 
equal purchasing power. The renort 
did not indicate the methods to be 
followed in obtaining this information 
for the stockholders. 

Apparently, as yet the report of 
the Study Group has had little, if any, 
effect upon accounting methods in the 
United States. Nevertheless, we can- 
not conclude that the work of the 
Study Group and of the committee 
of the American Accounting Associa- 
tion has not been important or bene- 
ficial. The research, the thinking, the 
exchange of ideas all have resulted in 
publication of useful materials. It 
may be that the use of the work of 
these pioneering groups will be de- 
layed until another inflationary per- 
iod is upon us. Even at such a time 
many businessmen will be slow to 
change their accounting methods or 
to interest themselves in supplement- 
ary information unless it is useful in 
reducing their income taxes. Among 
American business executives and ac- 
countants, the concept of profit that 
receives the chief attention is ‘‘tax- 
able profit.’’ 


Liro AND INComME DETERMINATION 


The importance that income taxes 
have upon our accounting thinking in 
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the United States is evidenced by the | 
growing use of the Lifo method of ac | 
counting for inventories and cost of. 
sales. In 1949 less than twenty per! 
cent of the companies surveyed by the | 
research department of the American | 
Institute of Accountants and reported | 
upon in ‘‘Accounting Trends and) 
Techniques’? were using the Lifo; 
method. In the ninth edition of this. 
survey, it is shown that almost one- 
third of the 600 companies surveyed, 
were using Lifo in 1954. 

The Lifo method is generally re} 
ferred to as a cost method. As to the! 
balance sheet, it results in an out-of-! 
date cost if prices are changing. If! 
prices are rising, the cost of unsold) 
merchandise will be too low in rela-} 
tion to current dollar calculations. In 
periods of declining prices, however, 
inventories will be priced too high if 
these out-of-date cost valuations are 
used. 

The principal justification for Lifo 
is in its effect upon profits, and upon} 
the income taxes on these profits,| 
when prices are rising. The amounts} 
charged to cost of goods sold are for} 
the latest purchases and tend to be, or 
to approximate, current replacement! 
costs. Thus, the level of prices at| 
which the cost of sales is stated is 
near to the same level as that at which) 
the sales are stated, Dae if} 
the physical goods sold are pee) 
placed’’ near to the time of the sale. 

The inconsistencies of Lifo ares 
fairly obvious. In order to use eur-s 
rent values for the cost of goods sold,, 
the balance sheet must use ‘‘ancient’”! 
values, which may either be lower ort 
higher than current prices dependval 
upon the forces of inflation or defla- 
tion. Also, the use of a replacement 
value in the cost of sales depends 
upon the occurrence of replacement} 
within the accounting period. I 
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specific items are not replaced until 
later, the last-in-cost may be a prior, 
out-of-date cost. Furthermore, the 
Lifo method is not likely to be popular 
during a period of deflation. In fact, 
under the ‘‘cost or market, whichever 
is lower,’’? method it then will usually 
be replaced by market. 


Time oF INCOME AND 
EXPENSE RECOGNITION 


Turning from the problem of the 
effect of general price changes upon 
profits, we shall now consider ques- 
tions that arise because of dormant 
risks involved in reporting profit ac- 
cording to annual or other periods of 
time. It should be noted that the 
adoption of a ‘‘natural business 
year,’ rather than the calendar year, 
may diminish the problems of assign- 
ing income and expenses to the proper 
accounting period. Also, these prob- 
lems would not require attention if 
the cash basis were acceptable in rec- 
ognizing profits. Actually, the cash 
basis is used by a considerable num- 
ber of business enterprises, except 
that depreciation usually is recog- 
nized. For example, in farming opera- 
tions, the accounting is likely to be 
essentially on the cash basis. Among 
professional people, such as doctors, 
attorneys and even accountants, the 
recording of income sometimes awaits 
its receipt in cash, and the recognition 
of expenses, except depreciation, may 
-oceur only when cash is paid out. 
Other businesses that render personal 
services, such as real estate agents 
-and insurance brokers, sometimes use 
accounting methods that are essen- 
tially on the cash basis. 

The cash basis is an acceptable 
basis for income tax purposes in the 
United States. This, of course, has 
encouraged its use, particularly where 
there are uncertainties as to the reali- 
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zation of the income. For example, 
farmers seldom inventory the grow- 
ing crops and therefore have no ae- 
cumulated cost values for the unsold 
harvested crops. This may be due 
partly to the hazards of farm prices, 
and partly to accounting inertia. 
Nevertheless, for financial reporting 
purposes the cash basis is not accept- 
able, because it does not match reve- 
hues with expenses in the period to 
which they both belong. 

The accrual basis is essential but 
it raises many questions as to the time 
when income is to be included, and 
when the expenses and provisions for 
losses are to be deducted to ascertain 
business profit. Some risks can read- 
ily be ascertained and provided for, 
but in other cases accounting options 
appear to exist, although sometimes 
a logical justification may not be evi- 
dent. For example, a complete ac- 
crual basis would require that profit 
on installment sales be recognized 
fully at the time of the sales with 
appropriate provision for collection 
risks. Yet there are occasions when 
the risks of collection are such that all 
profit is deferred until cost has been 
recovered, while in other instances 
each collection may be treated as 
partly a recovery of cost and partly a 
receipt of profit. From a theoretical 
point of view there appears to be no 
difference between sales ‘‘on ae- 
count,’’ without initial or ‘‘down”’ 
payments and without specified dates 
for installment payments, and _ sales 
that provide for such installment pay- 
ments. If the sale is complete and no 
service remains unperformed, the 
time for recognizing income and for 
recognizing and providing for the 
risks of collection has arrived. 

Provision for the risk of loss on ae- 
counts receivable is a required pro- 
cedure but is this true for the risk of 
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obsolescence and supersession of mer- 
chandise? Admittedly, the provision 
for obsolescence is required if it actu- 
ally has occurred, but this is for an 
accomplished event. It is not for the 
risk that future obsolescence may 0oc- 
cur or be discovered. There may be 
items of merchandise in stock which 
gradually are being superseded. Or- 
dinarily, obsolescence or supersession 
is not a sudden occurrence; new pro- 
ducts gradually are accepted and re- 
place the old. But the occurrence of 
complete obsolescence may happen 
suddenly even though the unrecog- 
nized event or events responsible for 
it occurred in a prior accounting per- 
iod. It is the risk that such events are 
occurring which is not provided for in 
the usual provisions for obsolescence 
of merchandise. 

Many manufacturing concerns en- 
gage continually in research and ex- 
perimental work with the expectation 
that future benefits will result. Be- 
cause of the uncertainty as to the 
benefits which will be obtained and as 
to the duration of these benefits, com- 
mon practice is to choose heen two 
options. Usually it is considered prac- 
tical to charge such expenditures to 
current expense, particularly if the 
company engages continuously in ex- 
perimental and development work. It 
is generally considered to be permis- 
sible, however, to capitalize these ex- 
penses during the course of a specific 
project and to write them off if the 
project is unsuccessful when that fact 
is ascertained. If the project is bene- 
ficial, the capitalized costs may be 
charged to operations by amortizing 
them on a time basis or according to 
the expected production. It is likely 
that the total time, or sometimes the 
quantity of production, chosen as the 
basis for the annual write-off will be 
determined arbitrarily. In fact, in 


most eases the uncertainties will en- 
courage the method of an immediate} 
charge-off to expense. But, under’ 
either method, the result is lkely tol 
be an arbitrary, instead of a scientific, 
determination of profit. 

In appraising the losses for whic 
provisions are needed in ascertainin 
the profit of one year, changes in the: 
business cycle may need to be antici- 
pated if possible. In prosperous 
‘‘hoom’’ periods of production, rec4 
ognition should be given to the pos-! 
sibility of a depression or es 
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in activity. The allowance for loss 1 
the collection of receivables, for ex4 
ample, will need to be larger if col4 
lections will extend into a period of 
hard times. The least desirable mer4 
chandise may sell in a period of grea 
activity when quantities are inade 
quate, whereas types of items tha 
seemed very popular during prosper 
ity may be found to have been super 
seded when merchandise stocks ar 
found to be adequate or excessive. 
It is well known that the profits 
under fixed-price contracts for long+ 
term construction projects are hex 
ardous to estimate in periods of in- 
flation. Logically, the total profi 
should be apportioned over the period 
of the contract on a percentage-of- 
completion basis, instead of being ree- 
ogmzed only upon fulfilling the con- 
tract. But this requires provisions 
for increasing costs and for other non- 
calculable risks. Even if no inflatio 
is occurring during a period of full 
employment and production, wor 
stoppages may be caused by a lack o 
materials or by a shortage of skilled 
workmen. The danger of strikes i# 
greater at this time. Theoretically 
the risks should be recognized and 
provided for, but this seldom is post 
sible until the arrival of the events 
causing the losses. 
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Economic Prorit, TAXABLE PRoFIT 
AND ACCOUNTING PRINCIPLES 


In the United States, the difficul- 
ties encountered have resulted in a 
general recognition of the concept of 
‘“oenerally accepted accounting prin- 
ciples’’ in preference to an insistence 
upon adherence to economic concepts 
of profits. The principles to be used 
in ascertaining profit, according to 
this doctrine, must be generally ac- 
cepted. It does not need to be shown 
that they are sound or even logical in 
all particulars. Merely, they must 
have found general acceptance among 
accountants and businessmen. Some- 
times choices or options exist as to 
the generally accepted principles. 
Often the particular circumstances 
affect the options, limiting the apph- 
eation of the principles. 

These accepted principles are not 
immutable. They are not unchange- 
able laws. Rather they are rules that 
have evolved from the thinking of 
men which have come to be accepted, 
at least temporarily. In fact, very im- 
portant changes have occurred; one 
example is in the accepted principles 
for valuing inventories, which were 
og expanded to include ‘‘cost or 
market, whichever is lower’’ and now 
include ‘‘Lifo’’ as a method of 
costing. 

The principles that receive recog- 
ition undoubtedly have been influ- 
enced by economic concepts of profit. 
The need for price level adjustments, 
or instance, is gaining some recogni- 
ion. But another influence, which 
often supersedes the concepts of eco- 
momic profit, is that of ‘‘taxable 
profits. ’’ 

As a practical matter, businessmen 
and corporate investors are justified 
in their interest in taxable profits be- 
zause only about one-half of these 
profits remain after federal and state 
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income taxes. In some respects the 
divergence between economic and tax- 
able profit is so great that one can 
scarcely justify the use of the word 
“‘profit’’ in both instances. Taxable 
profits have been determined mostly 
by legislators, although partly by 
court interpretations. In too many 
cases the rules prescribed by the legis- 
lators have resulted from propaganda 
for reductions, exemptions and spec- 
ial privileges. In our latest Revenue 
Code, in 1954, a little progress was 
made in changing a few sections to 
conform with generally accepted ac- 
counting principles. Unless taxable 
profit is determined according to 
these accepted accounting principles, 
it cannot be used for reporting the 
financial results, except in income tax 
returns. Too often this limitation is 
overlooked in financial accounting. 


But the taxation of business profit 
which has been ascertained according 
to current concepts of generally ac- 
cepted accounting principles would 
not prevent the partial confiscation of 
economic wealth. Accepted principles 
today fail to require adjustment for 
changing price levels in periods of in- 
flation. For instance, an investor who 
invests $100,000 in capital stoek and 
receives $200,000 either upon liquida- 
tion of the corporation or upon sale 
of the stock is taxed on $100,000 as a 
capital gain. It does not matter if the 
liquidation dollars are worth only 
one-half what the invested dollars 
were worth in purchasing power, so 
that there is no economic profit. The 
monetary result is the measure of the 
taxable profit. And if dividends are 
received out of monetary profits 
where in fact no economic profit has 
occurred, these also will be partly 
‘Ceonfiseated’ by income taxes which 
may be as high as 91 per cent at pres- 
ent federal rates of tax. 
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Summarizing to this point, this 
paper has argued that both the corpo- 
rate investors and the management ex- 
ecutives who have the stewardship of 
business should be interested in as- 
certaining periodically the economic 
profit rather than the monetary profit. 
For this, the preparation of account- 
ing statements on the basis of adjusted 
historical cost is urged. It is believed 
that this method is more useful in ap- 
proximating the economic profit than 
the method of replacement cost. An- 
other problem in ascertaining profits 
arises from arbitrary divisions of the 
life of a business into years or other 
periods of time. In determining the 
profit of each period it is probable 
that too little attention has been given 
to the most uncertain of income and 
expense items. Risks that can be cal- 
culated must be provided for and ex- 
pense and income accruals must be 
made whenever dependable estimates 
are possible. Other risks that cannot 
be ealeulated far in advance of gov- 
erning events may logically await 
recognition. Although concepts of 
economic profit have received some at- 
tention from accountants and_ busi- 
nessmen, currently the ascertainment 
of profit in the United States is based 
upon generally accepted accounting 
principles. Unfortunately, concepts 
of taxable profits do not as yet always 
coincide with either the economic con- 
cepts or the generally accepted ae- 
counting principles. 


INTERNATIONAL DIFFERENCES IN THE 
REPORTING OF PROFITS 


Increasing interest in foreign in- 
vestments, both by corporations and 
by individuals or groups of individ- 
uals, creates a greater interest in the 
reporting of profits by companies in 
countries other than the United 
States. Americans have good reason 


to work toward international under! 
standing and agreement upon thd 
basic principles to be followed in re» 
porting business profits. It is import! 
ant that the word ‘‘profit’’ shoulc 
mean substantially the same thing i 
all countries, or be described with un} 
mistakable clarity, when the invest) 
ment field crosses internationa) 
boundaries. 

From this international viewpoint) 
however, it is unfortunate that a uni\ 
versal concept of basic principles ul 
the ascertainment of profit, and ever; 
in the approach to the determination 
of basic principles, has not developed 
The approach differs partly, at least} 
because of differences in the authority 
and emphasis of governmental fune} 
tions. In some countries the regula 
tions promulgated by governmenta 
agencies prescribe the only rules fo? 
determining profit. This is particu 
larly likely to be true in those Euro 
pean countries where governments ar 
socialistic or tend to regulate business 
Even in central Europe, as in Aus 
tria and Switzerland, this approacll 
to the stating of profits was admittec 
at the International Congress. This 
of course, 1s in contrast to the situa 
tion in the United States where gen 
erally accepted accounting principle 
do not depend upon the edicts of gov) 
ernmental agencies. 

A second hurdle obstructing an inl 
ternational uniformity in accountins 
principles exists in the differences i 
standards of reporting financial inj 
formation and in attaining an objec 
tivity which is independent of th 
business executives or directors. Busi 
nessmen universally have become ta: 
conscious, but unfortunately in som 
countries this is the paramount facto 
in reporting profits. Notwithstandin: 
the attempts of governments to regi 
late, in some countries it is probabl 
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that ‘‘net profit’? is determined to 
quite a large extent by what manage- 
ment wants to show, and therefore by 
what it wants to hide. We should 
hasten to repeat that this is true only 
in some countries. Nevertheless, in 
many countries over-conservatism has 
not been outlawed as a vice, and the 
providing of reserves for unforeseen 
events appears to be quite acceptable. 
‘Secret’? reserves were not approved 
by the speakers at the Congress, but 
the need for mentioning the use of 
such a ‘‘reserve’’ by some of them 
suggests the existence of a contrary 
point of view. 

Even in the United Kingdom until 
nine years ago extreme conservatism 
amounting to understatement appar- 
ently was considered a virtue. In his 
paper, the speaker from Scotland 
stated: ‘‘Prior to the passing of the 
Companies Act, 1948, the balance 
sheet of a U. K. company showed a 
legally ‘true and correct view’ of the 
state of affairs even if the fixed assets 
had been over-depreciated, the stock- 
in-trade undervalued, and the lia- 
bilities swollen by provisions for un- 
imaginable contingencies. There was 
no statutory obligation that the profit 
and loss account should be ‘true and 
correct’ and it was not illegal to make 
undisclosed transfers to hidden re- 
serves before striking the disclosed 
profit of the year.’’ That writer also 
stated that the 1948 Act for the first 
time gave attention to ‘‘the contents 
of the profit and loss account and 
somewhat rigid regulations were in- 
eluded, designed to disclose the ‘true 
and fair’ profit of each year. ce 
Thus, it seems fair for us to conclude 
that greatly improved conditions have 
been obtained in Great Britain by the 
outlawing of hidden reserves, but an 
examination of recent financial state- 
ments shows that all special or general 
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reserves for possible contingencies 
have not been eliminated. 

Inflation has been a difficult prob- 
lem in many countries. Probably the 
most progress in recognizing and pro- 
viding for the effect of inflation has 
occurred in the Netherlands. As men- 
tioned in the foregoing, it is an 
accepted method in the Netherlands 
to present the plant, property and 
equipment at current replacement 
values, less depreciation, and the in- 
ventories also at replacement value. 
Profits, therefore, are determined by 
using depreciation on replacement 
values and by charging the cost of 
sales with the replacement cost of ma- 
terials and other production elements. 
Price indexes are used to obtain the 
current replacement values. 

The Netherlands do not appear to 
favor the capitalization of intangible 
assets. For example, a recent finan- 
cial report of the big N. V. Philips’ 
Gloeilambenfabrieken shows that re- 
search, development costs and patent 
expense, as well as amounts paid for 
goodwill, are written off immediately. 
Securities owned are valued at pur- 
chase cost or market values at the end 
of the year, whichever is lower. Al- 
though all of these accepted methods 
do not appear to be allowable for in- 
come tax purposes, there are indica- 
tions that some concessions have been 
made in allowing charges for inflated 
capital costs. 

In his paper, the author from Bel- 
gium recognized the existence of a 
variety of methods of valuation. He 
proposed to the Congress that it 
should define very clearly the differ- 
ent valuation methods for raw ma- 
terials, goods in process, finished 
goods and fixed assets, and that these 
several definitions should be gathered 
into a code to which accountants 
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should refer in their reports. Also he 
recommended that changes in valua- 
tion methods should receive particu- 
lar attention with a disclosure of the 
‘resulting incidence in figures.’’ The 
Seventh International Congress did 
not act upon his suggestion. 
Certainly the first step toward ade- 
quate international reporting is the 
recognition and revealing of differing 
methods of valuation with a clear 
statement of the effects of changes in 


methods. Although this is an accepted! 
principle of reporting in the United 
States, there are many other countries 
that have not achieved this ‘‘first! 
principle.’’ It is to be hoped that, by) 
the dates of the Eighth International! 
Congress five years hence, the account-} 
ants in many countries will have ree- 
ognized and adopted the principle of? 
full disclosure of the methods used 
and their significance in reporting 
profits. 


TAX COMMENTS 


Conducted by the Committee on Taxation of the 
Illinois Society of Certified Public Accountants 


TAX ASPECTS OF ANNUITY AND LIFE INCOME CONTRACTS 
WITH CHARITABLE ORGANIZATIONS 


INTRODUCTION 


In the past two decades we have 
seen our income tax grow from what 
was formerly a rich man’s nuisance 
to the giant that it now is. For many 
individuals the payment of Federal 
income tax constitutes the largest an- 
nual expenditure in their budgets. 
Because of this, numerous heretofore 
unheard of types of business and 
financial transactions have been re- 
sorted to in an effort to reduce taxes. 

Two basic rules of the income tax 
law which give rise to many such 
imaginative transactions are (1) the 
deduction allowed for charitable 
eontributions and (2) the capital 
gains tax imposed on the sale of capi- 
tal assets. 

A particularly advantageous pro- 
vision in the tax law allows a person 
to make his charitable contribution in 
the form of appreciated property and 
deduct (up to 80% of adjusted gross 
income) the current market value of 
the asset rather than the donor’s 
original cost. Perhaps an illustration 
will point out the advantage of this 
provision. Assume a taxpayer in a 
50% tax bracket owned stock which 
had increased in value from an origi- 
nal cost of $20 per share to a current 
value of $100 per share. If the tax- 
payer sold this stock he would realize 
$80 in capital gain on which he would 


pay $20 tax. Assume, however, that 
instead of selling the stock it is given 
to a qualified charity. The taxpayer 
ean deduct $100 on his tax return, 
thus saving $50 in tax. The $100 
eift to a charity has cost him $30, 
This is the difference between the $80 
net after tax that he would have re- 
ceived had he sold it and the $50 in 
tax-saving that he obtained by giving 
it away. In recent years taxpayers 
have turned to more elaborate trans- 
actions whereby tax savings can be 
realized from gifts to charitable or- 
ganizations. Two categories of such 
transactions are: (1) gift annuities, 
(2) life income contracts. These two 
categories will be discussed in order. 


Girt ANNUITIES 


This type of transaction takes the 
form of a gift to a charitable organi- 
zation in return for a promise by the 
charity to pay a certain sum each year 
to the donor for life. 

Many universities and churches 
have found charitable annuity pro- 
erams to be valuable aids in their 
fund raising programs. The prospect 
of immediate savings in income taxes 
without loss of income proves to be 
strong inducement for a current gift 
to charity of property which would 
not otherwise be given to the charity 
until the donor’s death, if then. 
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The potential donor, upon becoming 
interested in a charitable annuity, 
may be expected to ask the following 
questions: (1) How much of the 
value of the donation will be deduct- 
ible? (2) Will any capital gains tax 
be incurred on the transfer? (3) Will 
the annuity payments received in re- 
turn for the gift be subject to tax? 

Obviously a taxpayer will not be 
allowed a full deduction on the one 
hand and tax-free income on the other. 

The Treasury Department and the 
courts have consistently held that 
charitable annuity transactions are 
composed of two elements, the giving 
of a donation and the purchase of an 
annuity. The consideration paid to 
the charity is accordingly divided 
into two parts and a charitable de- 
duction is allowed for that portion of 
the gift which is in excess of the pres- 
ent value of the annuity received in 
return. This ‘“‘present value’’ was as- 
certained in the leading case of Anna 
L. Raymond 40 BTA 244, (1939) by 
looking to the price at which a similar 
annuity could be purchased from the 
five leading insurance companies. The 
court in arriving at this price used 
the 1937 Standard Annuity Mortality 
Table as an indication of what the 
five leading insurance companies 
would charge. 

Thus, if a donation of $10,000 was 
given to a charitable organization by 
a man 50 years of age in exchange 
for an annuity of $390 per year as 
long as he lives, the annuity would be 
valued by the Treasury Department 
according to the table (with interest 
at 2%, lives set back one year and 
644% loading) at approximately 
$7,800. The $2,200 difference between 
the present value of the annuity and 
the donation would be deductible as 
a charitable contribution. Assuming 
the donor is in a 50% tax bracket he 


will realize $1,100 (50% of $2,200) | 
of his $10,000 investment the first} 
year. | 
Since the decision in the Raymond! 
Case, the Treasury Department has; 
continued to employ the 1937 Stand- 
ard Annuity Mortality Table in the} 
face of criticism on the grounds that? 
it is no longer representative of what) 
the five leading insurance companies 
would charge. Further, even if it: 
were representative of insurance com-; 
pany rates, it is argued that it is not 
logical to value charitable annuities; 
on the basis of insurance company?’ 
rates. The use of the table at a 2% 
rate results in an over-evaluation of/ 
the annuity thereby attributing 
greater portion of the donation to the} 
purchase price of the annuity and a 
correspondingly lower portion to the 
eift element or, in other words, it 
tends to reduce the charitable contri 
bution deduction. 

Turning to the situation where th 
donation is made in the form of ap- 
preciated property we encounter fur 
ther complications. If the value o 
the annuity exceeds the donor’s basis 
in the donated property, is there 
taxable gain? If so, when is it recog 
nized? Suppose that instead of givin 
$10,000 in cash, the man in the ex 
ample above donated stock which cos 
him $5,000 but had a market value o 
$10,000. The Treasury Departmen 
would value the annuity at $7,80 
and the charitable contribution woul 
be $2,200. However, inasmuch as the 
stock had a cost, or basis, to the dono 
of only $5,000 and he received in re 
turn an annuity worth $7,800 the 
Treasury Department would consider 
the transaction a taxable exchange re 
sulting in capital gain to the donor o 
$2,800. 

Much confusion has arisen as td 
when the capital gains tax on thd 
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difference between the cost of the 
stock and the present value of the 
annuity (the $2,800 in our example) 
is incurred. There is authority tend- 
ing to indicate that the capital gains 
tax would be deferred until sufficient 
payments under the annuity contract 
had been received to permit the 
donor-annuitant to recover his origi- 
nal cost in the stock ($5,000 in our 
example) in tax-free income. There- 
after he would pay a proportionate 
amount of the capital gains tax as he 
received each payment until he had 
paid the capital gains tax on the en- 
tire $2,800 gain. It should be pointed 
out that this is the established rule 
where an annuity is purchased from 
an individual.t There is indication 
that this rule will apply also to the 
purchase of annuities from organiza- 
tions which are insolvent or in du- 
bious financial condition. The rule is 
based on the fact that there is no way 
of measuring the present value of 
such an annuity contract since there 
is no assurance that the contract will 
be fulfilled. Therefore, the annuitant 
has not realized capital gain until he 
has actually received sufficient pay- 
ments to recover his basis in the prop- 
erty constituting consideration for the 
annuity. 

Since the rule is based upon the 
difficulty in ascertaining the present 
value of the annuity because of the 
uncertainty of payment, it would not 
logically apply to annuity contracts 
acquired from established and _ finan- 
sially stable charitable organizations. 
Colleges and universities are normally 
permanent in nature and little risk 
is faced in the purchase of annuity 
contracts from them. Such an an- 
nuity contract accordingly has a posi- 
tive value which can be easily ascer- 
rained by comparison with establishec 
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‘ates charged by the other organiza- 
tions. It is therefore evident that in 
our example the donor-annuitant has 
realized gain in the amount of $2,800 
immediately upon entering into the 
transaction. Accordingly, he would 
have to pay the full capital gains tax 
in the year the transaction was en- 
tered into. 

It should be noted that the donor- 
annuitant is taxed only on the differ- 
ence between the cost of the property 
and the present value of the annuity. 
He is not taxed on the difference be- 
tween the present value of the an- 
nwuity and the market value of the 
property. Or, in terms of our ex- 
ample, the annuitant pays tax on the 
difference between the cost of $5,000 
and the present value of the annuity 
of $7,800 but does not pay tax on 
the difference between the $7,800 and 
the $10,000 market value of the prop- 
erty. He therefore is saving capital 
gains tax on $2,200 of the $5,000 in- 
erease in the value of his property 
and is also getting a charitable con- 
tribution deduction for the same 
$2,200. Assuming the donor is in a 
50% tax bracket his charitable de- 
duction will result in tax saving of 
$1,100. The saving in capital gains 
tax is $550, and thus the cost of his 
gift to charity has been reduced by 
$1,650. 

Turning to our donor’s third ques- 
tion as to the tax to be expected on 
receipt of the annuity payments, we 
find that the usual tax treatment of 
annuities under Section 72 of the In- 
ternal Revenue Code appphes_ to 
charitable annuities. The donor-an- 
nuitant’s investment in the contract 
(the ‘‘present value’? of the annuity ) 
is spread over the remaining years of 
his life and a prorata portion is al- 
lowed to be recovered tax-free each 
year. The balance of each year’s an- 
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nuity payment, over and above the ex- 
cludable portion, is in effect interest 
and is taxed accordingly as ordinary 
income. 

The following examples will serve 
to further illustrate the tax savings 
that can result from gift annuity 
transactions. In these examples the 
annuity payments to be received by 
the donor-annuitant were computed 
according to uniform gift annuity 
rates adopted by the Ninth Confer- 
ence on Gift Annuities in October, 
1955. For tax purposes, however, the 
‘present values’’ of the annuity pay- 
ments have been computed according 
to the table used by the Treasury De- 
partment; more precisely, the 1937 
Standard Annuity Mortality Table 
with interest at 2%, ages set back one 
year and a 644% loading. Further 
assumptions are listed in each 
example. 


ILLUSTRATION No. I 

(A) Mr. X who is 65 years of age 
and has taxable income which places 
him in a 75% income tax bracket, do- 
nates stock which cost him $25,000 but. 
is now worth $50,000, to a charity. 
In return he recives an annuity of 
$2,500 per year. The present value of 
this annuity for tax purposes is 
$31,915. He has therefore received a 
capital gain of $6,915 (the difference 
between $25,000 and $31,915) which 
will result in tax of $1,729. He has 
also acquired a tax deduction of 
$18,085 which will save him $13,564 
in his current year’s income tax. The 
net tax savings for the current year 
will be $11,835, ($13,564 less the 
capital gain tax of $1,729). The end 
result of the complete transaction is a 
eift to charity of $18,085 made at a 
cost of only $6,250 to the donor. 

(B) Had Mr. X sold the stock in- 
stead of donating it he would have 
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incurred a capital gain of $25,000% 
resulting in a tax of $6,250. Assum- 
ing an annuity costing $31,915 was 
purchased and a cash contribution of 
$18,085 was made the tax savings 
would be $13,564. The end result 
will be a gift to charity at a cost of 
$10,771 instead of $6,250. By giving} 
the stock to the charity instead of! 
selling it, our taxpayer has savedi 
$4,521. In the latter situation the: 
charity would immediately have the; 


with the eventual use of about 
$30,000. 
A B 
— 3 
Gift Paes $18,085 $18,085) 
Capital gains tax 1,729 6,250) 


Tax savings as a result 
of deduction 

Annuity purchased 

Net cost of gift to donor 

Tax Saving 


13,564 13,564f 
31,915 31,91 
6,250 10,771) 
4,521 


InutustRATION No. II 


(A) Mr. Y who is 70 years of age 
and has taxable income which place 
him in a 90% tax bracket donates} 
stock which cost him $100,000 and is 
now worth $300,000, to charity. I 
return he receives an annuity of 
$16,500 per year. The present value 
of this annuity for tax purposes is 
$173,910. Mr. Y has received a capi 
tal gain of $73,910 which will resul 
in a tax of $18,478. He has acquired 
a tax deduction of $126,090 which 
(provided it does not exceed 30% 0 
his adjusted gross income) will save 
him $113,481 in the current year’s 
taxes. The net savings will be $95,003. 
The end result of the complete trans 
action is a gift to charity of $126,090 
made at a cost of $31,087. 

(B) Had Mr. Y sold the stock in 
stead of donating it he would have 
realized a capital gain of $200,000 re 
sulting in a tax of $50,000. Assumingd 
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an annuity costing $173,910 was pur- 
chased and a cash contribution of 
$126,090 was made, the savings in tax 
will still be $113,481. However, he 
has incurred $31,522 more in capital 
gains tax which would not have been 
incurred had he given the stock to 
the charity rather than selling it. 


A B 
Gift $126,090 $126,090 
Capital gains tax 18,478 50,000 
Tax savings resulting 
from deduction 113,481 113,481 
Annuity purchased 173,910 173,910 
Net cost of gift to donor 31,087 62,609 


Tax saving 


Under A and B of both examples 
the annual annuity payments and the 
tax thereon would be the same. 

To summarize the tax treatment of 
gift annuity transactions we can state 
the following rules: 


31,522 


1. If cash is given for an annuity: 


The donation is apportioned between 
the charitable contribution element and 
the purchase price of the annuity. This 
purchase price then becomes the invest- 
ment in the contract for computing in- 
come tax on the receipt of annuity pay- 
ments and the contribution element is 
deductible. 


2. If appreciated property is given 
for an annuity: 


| The market value of the appreciated 
property is apportioned between the chari- 
table contribution element and the pur- 
chase price of the annuity. 

If this purchase price exceeds the 
donor’s original cost in the asset he will 
realize capital gain on this difference and 
» will ineur capital gains tax liability in the 
year of the transaction. 

The difference between the present 
value of the annuity and the market value 
of the property constitutes a charitable 
contribution and is deductible as such. 


Lire INcoME ConTRACTS 

This category encompasses a vari- 
aty of forms which are somewhat lke 
variable annuity contracts in some re- 


spects and are comparable with trust 
agreements in other respects. In gen- 
eral, they are gifts of property or 
money to a charity with a reservation 
of a life estate in the income from the 
property. The main distinction be- 
tween hfe income contracts and an- 
nuities lies in the fact that under a 
life income contract the payments to 
the donor vary from year to year ac- 
cording to (but never exceed) the 
income earned by the property. Be- 
cause life income contracts do not 
come within the definition of an annu- 
ity under the Internal Revenue Code, 
the tax treatment given to life income 
contracts varies considerably from 
that given to annuities. The Treas- 
ury’s view is that these transactions 
represent gifts made to charity sub- 
ject to a life estate in the income. 
This means that the full amount of 
the income received each year by the 
donor normally will be included in his 
income subject to tax. It also means 
that if the donation is in the form of 
appreciated property the tranferor- 
donor will not realize any capital gain. 

The amount of charitable contribu- 
tion deduction that is allowed is the 
market value of the property given 
less the value of the retained hfe 
estate or, in other words, the present 
value of the remainder interest. This 
is to be ascertained by referring to 
Table I Section 86.19(f) of Gift Tax 
Regulations 108. 

A recent innovation in this area 
promises real tax savings. Recently 
it is reported that a college in Cali- 
fornia obtained a ruling from the IRS 
whieh held that the donated property 
could be sold by the charity, the pro- 
ceeds invested in municipal bonds and 
the income therefrom would retain its 
tax exempt status when distributed to 
the donor. Thus, the donor gets an 
immediate charitable contribution de- 
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duction, he pays no capital gains tax 
and receives tax exempt income. 

The following examples will illus- 
trate the possible tax advantages of 
this type of transaction. 


Tuuustration No. I 


(A) Mr. X is 65 years of age and 
has taxable income which places him 
in a 75% tax bracket. He donates 
stock which cost him $25,000 but is 
now worth $50,000, to a charity under 
a life income contract whereby he re- 
serves a life estate in the income. As- 
suming a 314% return he will receive 
$1,750 per year in tax-free income. 
For tax purposes, the value of the 
remainder interest will be $33,290. 
Mr. X will receive a deduction of 
$33,290 which will result in a savings 
of $24,968 in the current year’s tax. 
Mr. X will ineur no capital gains tax. 

The fair value of the stock $50,000 
less the income tax saving of $24,968 
is $25,032. The annual return of 
$1,750 results in a rate of return of 
about 7%. 


InLustRatTION No. II 


(A) Mr. Y who is 70 years of age 
and has taxable income placing him 
in a 90% tax bracket donates stock 
which cost him $100,000, but is now 
worth $300,000, to a charity under e 
life income contract. Assuming a re- 
turn of 314% he will receive $10,500 
per year in tax-free income. The 
value of the gift of the remainder in- 
terest is $217,890 which will provide 
him with a savings OF $196; 101" 
the current year’s taxes. The net cost 
of the gift to him will be $103,899. 

Mr. Y has in effect sold his stock 
for $196,101 in cash plus an annual 


* In this example the donor would have to earn 
approximately $600,000 per year in order to de- 
duct the full $217,890 the first year. If his 
income is not this high, he should make his 
donation over two or more years. 


income of $10,500. On his investment , 
of $103,899, he will receive a rate of | 
return of approximately 10%, tax’ 
free. 
To summarize the tax treatment of | 
life income contracts, we can state the | 
following rules. 
1. If cash is given for a life income } 
eontract— 
The donor will receive a charitable con- 
tribution deduction for the difference be- - 
tween the cash contributed and the value; 
of his life estate in the income therefrom. | 
The income will be fully taxed as it is 
received unless it is tax-free interest. 


2. If appreciated property is given | 
for a life income contract— 

The donor will receive a charitable con-! 
tribution deduction for the difference be-! 
tween the market value of the property| 
contributed and the value of his life estates 
in the income therefrom. 

The income will be fully taxed as it is 
received unless it is tax-free interest. 

No capital gain will be realized ever 
though the market value of the property 
greatly exceeds the donor’s basis therein. 


CONCLUSION 


We have dealt at some length withi 
the income tax aspects of gift annu- 
ities and life income contracts. 
word of caution appears appropriat 
here lest we become blinded by the 
prospects of tax savings and fail t 
consider the many other facets of sue 
transactions. Only in certain situa 
tions will the tax advantages be ma 
terial enough to offset the non-tax dis 


advantages. Each individual situa- 
tion should be analyzed from th 


standpoint of the desires and ob) 
jectives of the prospective donor. 
Comparing the annuity contrac 
with a life income contract we fin 
that both have their advantages and 
disadvantages. While the annuity} 
contract may provide a more definit 
income than would a life income con 
tract, the latter will generally result 
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in a larger charitable deduction. All 
income payments received under a 
life income contract can be fully. tax- 
free whereas only a portion of each 
annuity payment is tax-free. If ap- 


preciated property is given, no capi- 
tal gains tax will be incurred under a 
life income contract whereas under 
an annuity contract substantial capi- 
tal gains tax may be ineurred. 


BUDGETING BILLIONS 


By Maurice H. Stans 


A few weeks ago, in one of our 
American cities, the local officials 
were planning a new public works 
project—a bridge across the river. 
They discussed location and design 
and construction and cost, and then 
got around to financing. Part should 
be paid by the city, part by the 
eounty,—they said—part by the sub- 
urbs and part by the State. But the 
question was: How much by each? 
It was a knotty problem, and there 
were differences of opinion, because 
no matter what the division it meant 
more State, county and local taxes. 
No one was happy and there was no 
solution in sight until one fellow at 
the end of the table got up and said 
brightly: ‘‘Let’s get the money from 
Washington—then nobody’ll have to 
pay for it!’’ 

Like the preacher with his Sunday 
sermon, I’d like to take those words 
as my text for tonight: ‘‘Let’s get 
the money from Washington—then 
nobody ’ll have to pay for it!’’ 

IT am continually amazed by the ex- 
tent to which this fallacy has affected 
the thinking of many Americans. 
Some people apparently think that 
the Federal Treasury is a free-flowing 
well from which funds can be drawn 
in any amount for all purposes. And 
this fallacious notion feeds on another 
—that it is always the other fellow’s 


tonpDe@s 


Public Accountant” 


Society 
June, 1958. 


MAURICE H. STANS ig Director of the Bureau of the Budget, Washing 
He served 
Accountants in 1949-50 and as President in 1954-55. 
Illinois Society for many years, Mr, : 
tion for two years and also served as editor of “The Illinois Certifiec 
I in 1949-50. 
which was presented before the Fifty-fifth Annual Meeting of the Illinoi 
of Certified Public 


money which will be used for the}! 
things we might want. 

As accountants, you know better.) 
That’s why I am especially pleased to 
be here, among my old friends in the, 
auditing profession in Illinois, and to 
have the opportunity of talking to! 
you about today’s fiscal problems of 
the Federal Government. You can; 
help, if you are willing, to dispel some 
of these fallacies and thereby help the; 
American public to understand some! 
of the hard realities of budgets and| 
taxes. Such understanding is one of} 
the country’s great needs today. 

IT sometimes get the feeling that the! 
173 million stockholders in the biggest 
enterprise in the world—the Unite 
States Government—don’t bother to 
read their financial reports. In th 
investment world, you know, a persont 
who holds one share of stock is called} 
an ‘‘Aunt Jane’’ and usually may bef 
counted on to speak up at the annual 
shareholders’ meeting. Well, every 
taxpayer is a potential ‘‘ Aunt Jane,”’ 
and if more of them got up and aske 
questions there might be an entirely 
different state of mind in the profes- 
sion of national polities. 

As you know, budgets are financial 
plans. That’s true if we speak of 
personal budgets, family budgets: 
business budgets, or the Federal bud 
get. They all deal with the same 
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questions: How much do we expect 
to take in? How much do we plan to 
spend? And, importantly, what will 
we spend it for? 

In the case of the Federal budget, 
how much we spend and what it goes 
for mirror our overall national poli- 
cies, affecting our leadership of the 
free world, our national security, and 
our national welfare. Carrying out 
these policies requires many billions 
of dollars—dollars which come from 
each of us when we pay our income 
taxes, and when we buy goods and 
pay Federal excise taxes. And don’t 
forget that the taxes paid by corpo- 
rations are costs which are ultimately 
paid by the people, too. 


HistoricAL BAaAcKGROUND 


Years ago there wasn’t so much 
concern or interest in what the Fed- 
eral Government did or in how much 
it cost. Federal activities were few 
and they were not very expensive. 
Furthermore, a large part of their 
cost was paid for from customs re- 
ceipts. As a matter of fact, for about 
1380 years the Federal Government 
had no budget at all, as we know it 
today. Until the early 1920’s, the de- 
partments and agencies sent their 
financial requests each year to the 
Secretary of the Treasury who had 
them printed without change and sent 
to the Congress. No consideration 
was given to how the programs of one 
agency related to those of another, 
or to the total amount that all the 
agencies together were requesting. 
Under that simple process, preparing 
what was called the Treasury’s ‘* book 
of estimates’’ took the time of only 
me employee. 

Of course, Federal budgets in those 
lays were very different from what 
hey are now. The cost of all the 
Jovernment’s activities in 1916, for 


example, was only about half of what 
we now spend in one week. The 
structure of government was simpler 
and our wants were more moderate. 
Total budget expenditures in the fis- 
cal year 1916 amounted to 713 million 
dollars. We are spending about 11 
times that much now for interest on 
the national debt. Now our average 
weekly spending comes to about 1% 
billion dollars, and we finance it 
mainly through income taxes. 


With the advent of World War IT, 
annual Federal spending perman- 
ently passed the billion-dollar mark, 
and the long-run trend has been up- 
ward ever since. In fiscal 1917 ex- 
penditures were just under 2 billion 
dollars; forty years later, in fiscal 
1957, they were more than 69 billion 
-dollars. Similarly, the share of the 
yovernment in the economy has risen 
during these years. In 1917, Federal 
spending amounted to less than 5 
pereent of the national income; last 
year it was 20 percent. 

Nowadays the process of preparing 
the Federal budget bears no resem- 
blance to the haphazard methods of 
the past. The budget process today 
is a testing and screening of all Fed- 
eral programs—those currently car- 
ried on and those proposed for meet- 
ing new needs or problems. Many 
months are spent in the examination 
and review of the various activities 
and their cost. Within the general 
framework of the fiscal outlook, a 
eareful analysis is made of interna- 
tional and domestic conditions and 
needs. Various and often conflicting 
viewpoints are reconciled. Program 
A is weighed against program B, and 
priorities are set. 

From this process emerges an 1nte- 
grated prospectus for meeting na- 
tional objectives, as finally deter- 
mined and recommended by the 
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President. In our system of govern- 
ment, the Congress has full power to 
change this plan. The Constitution 
specifically provides that no expendi- 
ture shall be made except ‘‘in conse- 
quence of appropriations made by 
law.’ Similarly, the Congress decides 
how to raise the money the Govern- 
ment will need—through taxes, other 
charges, or borrowing. The President 
recommends the amounts to be spent 
for national security, for agriculture, 
for veterans, for natural resources, 
and for other programs that the 
people want the Federal Government 
to undertake for them and are pre- 
pared to pay for. But the Congress 
appropriates the money. 

I have mentioned the dramatic in- 
crease in the size of the budget in 
recent decades. The needs of national 
security have been a major factor in 
bringing about this increase. Con- 
currently, there has been a growing 
tendency among our people to rely 
more and more on the Federal Gov- 
ernment for the solutions to all prob- 
lems,—even if they are essentially 
State or local questions or could be 
handled by nongovernmental action. 
If this tendeney continues unchecked, 
it can only lead to bigger and bigger 
Federal budgets accompanied by 
high taxes in the future. 

I think there is a genuine need for 
some soul-searching about Federal ac- 
tivities with a look to the years to 
come. This involves, among other 
things, considering the proper rela- 
tionship of the Federal Government 
to private enterprise and to State and 
local governments. 


RELATIONSHIP TO PRIVATE 
EINTERPRISE AND STATE AND Loca 
GOVERNMENTS 


Our Federal budget can be con- 
sidered, first, as a reflection of how we 


as a people are choosing to divide ac 
tivities between public agencies an 
private enterprise. Our strength and 
our freedom in this country are 
ereatly dependent on individual effort 
and the maintenance of the right 
atmosphere for encouraging private} 
initiative. Government should not getj 
in the way of economic growth andi 
stability. 

This means that the Government’s 
role should be to stimulate, rather 
than dominate; to reinforce, rather 
than replace, our free market system. 

Of course, in that type of system. 
the responsibility works both ways} 
When private enterprise fails to mead 
the needs of our citizens, they ar 
likely to demand Government action | 
When one segment of private enter! 
prise demands special favors from 
Govermnment—subsidies, special tax 
concessions, or tariffs, for example 


it is creating economic distortions 
which may damage the long-ru 


strength of our system. All demands 
met by the Federal Government hav 
costs, and frequently the immediatd 
financial cost is only a small part o 
the picture. The fabrie of our | 
nomic system and the future relation) 
ships of citizens, businesses, and Goy- 
ernment are frequently affected. 

Next, the budget reflects a divisior 
of responsibility among the Federa 
and State and local governments 
There are some responsibilities, suell 
as national defense and the conduet) 
of international affairs, that are 
clearly Federal. In many other area: 
where a national interest is thoughi 
to exist, the Federal Government has 
provided financial assistance to Stat 
and local governments, notably in the 
form of grants-in-aid. Over the past 
quarter century, the number and 
variety of grant-in-aid programs has 
increased manyfold, with a corre 
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sponding increase in Federal expendi- 
tures and in the amount of taxes 
levied at the national level. At the 
same time, State and local taxes have 
also risen, and there has been a pyra- 
miding of public expenditures. 

On numerous occasions, the Presi- 
dent has warned against the dangers 
of overcentralizing power and author- 
ity in the national Government. He 
has made clear his deep conviction 
that to avoid these dangers state 
and local governments must be 
strengthened. 

Last year, at his suggestion, a 
working group of State governors 
and members of the Federal adminis- 
tration was set up to study, and make 
recommendations on, this problem. 
This Joimt Federal-State Action Com- 
mittee has reached impressive agree- 
ment on steps to roll back the trend 
toward central concentration by pro- 
posing specific actions to strengthen 
our traditional system of federalism. 

Some of these actions will require 
both congressional and State legisla- 
tion. On May 14, in a letter to 
Speaker Rayburn, the President en- 
dorsed the necessary Federal legisla- 
tion, including the relinquishment of 
a substantial portion of the local tele- 
phone service tax which the Federal 
Government now collects. 

Enactment of this legislation would 
be an encouraging start in the effort 
to strengthen State governments. But, 
in the final analysis, it will be up to 
all of us to exercise restraint in mak- 
ing new demands on the national 
eovernment and to work toward 
strengthening the governments in the 
communities and states in which we 
live. 

We should never stop trying to as- 
sure that the Federal Government’s 
resources are used in the best possible 
way. 


Now, more than ever, with pres- 
sures on the Federal budget increas- 
ing, we must be sure that we spend 
where it will do the most good and 
not just for the sake of spending. 

We must also make every effort to 
insure that fully justified Federal 
programs are carried out in an effi- 
cient manner and on a sound financial 
basis, so that we get our money’s 
worth for every tax dollar we pay 
into the Treasury. 

We need to do these things to pre- 
serve fiscal soundness in government. 


IMPROVED MANAGEMENT AND 
EFFICIENCY 


With these objectives in mind, a 
good part of our total effort in the 
Bureau of the Budget is directed 
toward better management of Federal 
programs. We start by examining 
agency requests for funds when the 
budget is being prepared, and con- 
tinue our review of programs 
throughout the rest of the year. 

To take a specific example, we have 
been pushing vigorously a govern- 
mentwide program for the improve- 
ment of financial management. It is 
designed to develop financial informa- 
tion that will better portray the actual 
costs of agency operations. This 
should be a great help to individual 
citizens and taxpayers’ organizations, 
as they weigh the costs of public ser- 
vices against the ends they serve. 

In addition, there is now before the 
Congress legislation that would 
strengthen controls in the appropria- 
tion and use of available funds. This 
would be accomplished by placing a 
limitation in each appropriation on 
the amount of goods and services that 
could be received under that fund 
during a given fiscal year. Legisla- 
tion for this purpose has been 
strongly supported by the President. 
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Through improved practices such 
as these, we shall be able better to 
control Federal expenditures. 

In this connection, however, I’d 
like to dispel the illusion that the 
Federal budget can be cut severely 
simply by squeezing employment costs 
a little more. That just isn’t so. Five 
years of close attention to this matter 
have produced large provable savings, 
but the well has just about dried up. 
Any future reductions in what we 
eall ‘‘bureaucraey’’ will not save bil- 
lions, I assure you. 

While we will continue to trim our 
‘‘overhead’’ costs, the fact to keep in 
mind is that it is the programs them- 
selves that take the major part of our 
tax dollars. If we are to affect the 
amount of Federal expenditures sub- 
stantially in the long run, we must do 
it by being more selective in the pro- 
grams of the Government. We must 
not only be selective in the new aec- 
tivities we ask the Government to un- 
dertake, but we must also be more 
willing to see reductions in going pro- 
grams which affect us as well as the 
other fellow. 


Tur BupGet OuTLooK 


I'd like to turn now to the budget 
outlook as it is currently shaping up. 
While we were working on the 1959 
budget last fall the Russians success- 
fully launched their first Sputnik, 
dramatizing technological progress. 
This has resulted in a_ substantial 
step-up in our defense expenditures. 
Of course, we too had been making 
great progress in shifting to modern 
weapons and reshaping our military 
strategy over a period of years before 
the Sputnik. In this connection the 
1959 budget reflects two dramatic 
facts that I would like to mention: 
First, more than three-quarters of 
the total procurement funds in 1959 


will go for new types of equipment: 
which hadn’t been developed, o 
weren’t being bought in production 
quantities, as recently as 1955, the 
first full fiscal year after the Koreani 
conflict. 


Secondly, nearly half of the rile! 
program for 1959 will be for the five 
longer range ballistic missiles—Atlas,, 
Titan, Thor, Jupiter, and Polaris. 
Only one of these was past the techni- 
eal study stage 214 years ago. I 
1953, only 1 million dollars was spent 
on longer range missiles. By last 
year, 1 billion dollars was spent onj 
them—one thousand times as much.) 
In 1959, we will expand this program 
still more. 

Because of our efforts during recent 
years, we are adding immeasurabl 
to the power of our forces. 

With over half of the budget goin 
for defense, we are determined that 
this spending shall be devoted t 
sound and essential purposes and that: 
pressures for pump-priming do not 
lead to unnecessary military expendi 
tures. But there is no escaping th 
great cost involved in providing ade 
quately for the security of our coun 
try under present world conditions. 
I’m sure you will agree with me tha 
this is a cost we must meet. 

I have already mentioned some im4 
portant considerations relating pri 
marily to the nondefense portion 0 
the budget. When we prepared the} 
1959 budget last fall, we took a goodl 
look at all of our domestic program 
and proposed changes in some 0 
them which would lead to sizeabl 
future savings. These proposals in 
volved reducing programs in whie 
needs were changing, transferrin 
some responsibilities to the States, re 
ducing subsidies, and encouragin 
private rather than Federal lending. 
Unfortunately, in the present climate, 
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they have received very little consid- 
eration. This does not mean that we 
have lost interest or changed our 
minds about these proposals. We be- 
lieve that in time they will be fully 
considered by the Congress. 

Let me turn now to what has hap- 
pened to the nondefense portion of 
the budget in recent months. The 
early signs of an economic down turn 
were just appearing when we pre- 
pared the 1959 budget. Since that 
time various steps have been taken to 
help reverse it. 

The Federal Reserve authorities 
have eased credit and increased the 
supply of money. Substantial pro- 
grams have been enacted, such as the 
new housing act and legislation to ac- 
eelerate the highway program. Bills 
have been passed to extend the pres- 
ent periods of benefits for the unem- 
ployed and to enable civilian agen- 
cies to speed up planned purchases of 
supplies and equipment. The execu- 
tive branch has acted to accelerate de- 
fense contracting, promote private 
housing construction, expedite repair 
and modernization of Federal build- 
ings, and various other activities. 
Construction of needed facilities al- 
ready underway, such as water re- 
source and reclamation projects, is 
being speeded up in an orderly fash- 
ion, and additional 1959 appropria- 
tions have been requested for these 
purposes. 

These actions and proposals mean 
rising expenditures. Therefore, with 
lower tax collections as well, the defi- 
eit in the current fiscal year will be 
bigger than we anticipated, perhaps 
over 3 billion dollars. Similarly, a 
large deficit—in the general magni- 
tude of 8 to 10 billion dollars, accord- 
ing to present tentative estimates—is 
In prospect for next year instead of 
the surplus we had planned. 


Although deficits are unavoidable 
now, if the Government is to do its 
part in promoting economic recovery, 
we can’t close our eyes to what’s 
ahead. Pressures on the Congress are 
continuing for vast new programs 
which could commit the Government 
to large future expenditures. At the 
present time, with so many programs 
being proposed as anti-recession meas- 
ures, we are moving rapidly toward 
80-billion-dollar budgets, which could 
will mean extended deficit spending. 
This prospect comes just a year after 
a great deal of indignation was voiced 
throughout the country about the first 
peacetime Federal budget totaling 70 
billion dollars. 

You and I know that in any dy- 
namic situation the factor of change is 
always to be reckoned with. In pri- 
vate business, the best laid plans are 
likely to be upset by shifts in con- 
sumer preferences, market conditions, 
and unforseen requirements over and 
above a normally adequate cushion of 
reserves. 

This is what has now happened to 
the Federal Budget. Our income is 
down, our defense costs are up, anti- 
recession measures are under way, 
and deficits of serious proportions 
confront us. Simple prudence com- 
pels us to rethink our work programs 
and look critically at each one of the 
expenditure proposals being urged 
upon us. Onee turned on, the spigot 
of Federal expenditures cannot be 
turned off overnight even though pub- 
lic demand for such action could come 
about quickly. Equally important, 
we must guard against the tendency 
to think that it will not cost any- 
thing if the Federal Government does 
it, and the only way to start the econ- 
omy upward again is for the Govern- 
ment to go on a spending spree. 

A new billion-dollar Federal pro- 
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gram may sound like a good thing. 
But it may sound less good when we 
stop to think about who is going to 
have to pay for it. Once in our his- 
tory, and only once, did a single tax- 
payer report a tax liability of as 
much as a billion dollars in one year. 
So let’s remember that the next bil- 
lion-dollar program we consider isn’t 
going to be paid for out of another 
billion-dollar check from General 
Motors or some other big corporation. 
It is we—you and I— and 173 mil- 
lion other Americans who are going 
to pay, through millions of payroll 
deductions, and through taxes on 
cigarettes and automobiles and wash- 
ing machines and railroad tickets, and 
with lots of other nickels and dimes 
and dollars collected on billions of 
transactions. And even the taxes paid 
by corporations come from us in the 
long run, in the prices we pay for the 
goods and services we buy. 

So let’s not overemphasize the role 
of the Government in bringing about 
economic recovery. And let’s remem- 
ber that if we overdo the expenditure 
of money by the Government we may 
find ourselves back fighting inflation 
again as we were a short time ago. 

I have said we must reckon with 
the factor of change. This does not 
mean that we either propose to fight 
change or be overwhelmed by _ it. 
Rather, it means that we have to ae- 
cept it within a perspective that meas- 
ures its meaning, its needs, and its 
probable duration. This is far from a 
‘“do-nothing’”’ psychology ; we are do- 
ing plenty, but we should continue 
doing it with our eyes open—with the 
proper balancing of our wants and 
needs against our resources. 


CONCLUSION 


So in conclusion, I want to urge 
that we keep a sense of perspective 


| 
{ 
| 


about our national problems and the! 
budget. The current recession should 
not cause us to embark on hasty, ill-. 
considered actions which will add un-! 
necessarily to our future burdens. | 

One of the realities in business is! 
that it can’t run continuously at a big 
deficit. Neither can the Government.) 
If we take our foot off the brake and! 
start rolling with all kinds of spend- 
ing programs, what we are doing is 
asking for bigger government and 
larger budgets. 

This could well mean higher taxes; 
instead of the tax relief we all want! 
over the long pull. And the increased 
taxes cannot all come from the other 
fellow. It is a foolhardy misconcep— 
tion to think taxes can be paid by? 
something intangible and impersonal 
called ‘‘big business’’ or ‘‘big corpo- 
rations’> without ultimately bein 
borne by all of us as consumers. Our 
policies should be formulated with the 
view that a prosperous nation and 
prosperous business community g¢ 
hand in hand. 

To foster national prosperity and al 
better way of life, we must practice} 
financial responsibility. We ean be 
ein by holding our Federal budget 
within reasonable bounds. But this 1 
going to take the understanding and 
assistance of all segments of our 
population—individuals, business or- 
ganizations, and local, State, and na 
tional groups. As citizens and a 
members of this organization, you 
can, through your cooperation an 
participation in the making of public 
policy, contribute a great deal to the 
present and future strength of 
America. 

The thought I would like to leave} 
with you is that your Government cant 
be no better and no wiser than the 
measure of your interest, your think 
ing, and your active responsibility. 


THE OPPORTUNITY 
FOR SERVICE 


By Earn 


The phrase, ‘‘Opportunity for 
Service,’’ has a noble ring to it. In- 
leed, standing alone it may tend to 
zarry the aura of eager do-good-ism. 
When applied to the profession of 
accountancy, however, perhaps a 
different connotation is indicated. 
Here, I think, the first question any- 
me is entitled to ask is ‘‘The oppor- 
tunity for service to what?’’—and | 
suppose the answer, stated in its 
simplest terms, is ‘‘Service to society 
of our time.’’ 

Now the surest way for certified 
public accountants to serve society 
of their time is to perform as efficient- 
y and effectively and honorably as 
chey can those services their clients 
yay them to perform. 

After all, we are only a few among 
1undreds of millions who go about 
yur daily chores, each in his own way. 
We cannot know the total significance 
xf what we do nor assume responsi- 
lity for the picture as a whole. We 
‘an only do our best as we see it. As 
Justice Holmes reminds us, ‘‘ The 
miverse has in it more than we un- 
lerstand,’’ and ‘‘The private soldiers 
lave not been told the plan of cam- 
yaign, or even that there is one.’”! 

But when the planners of our meet- 
ng here today linked the word ‘‘op- 


~1Oliver Wendell Holmes, Jv., ‘‘Natural Law,” 
2 Harvard Law Review (1918), 40. 
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portunity’’ to the phrase ‘‘for ser- 
vice,’ IT am sure they meant that we 
should discuss areas quite beyond 
this basic personal duty. They in- 
tended to remind us, I think, that as 
professional men we have a duty to 
perform chores for the publie good 
that we are not paid to perform. For 
this is the tithe we all pay for the 
privilege of freedom. 

There is nothing new to you in this 
sense of public duty. It has always 
been an American characteristic 
one which provides the very muscles 
and sinews of our democracy. We in- 
sist on voluntarily organizing to 
solve the problems of our societv as 
the march of progress throws them 
into our laps. We do not like to leave 
such matters to the government. We 
like even less to leave them to self- 
appointed deliverers. In these things 
we insist upon taking the initiative 
ourselves. 

Nearly a hundred and twenty years 
ago, a famous foreign visitor to our 
shores—the astute political observer, 
Alexis de Toequeville—marveled at 
this odd American characteristic. 

‘Americans of all ages, all condi- 
tions and all dispositions constantly 
form associations,’’ he wrote. ‘‘They 
have not only commercial and manu- 
facturing companies, in which all 
take part, but associations of a thou- 
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sand other kinds—religious, moral, 
serious, futile, extensive or restrictive, 
enormous or diminutive. The Ameri- 
cans make associations to give enter- 
tainments, to found establishments 
for education, to build inns, to con- 
struct churches, to diffuse books, to 
send missionaries to the antipodes; 
and in this manner they found hos- 
pitals, prisons, and schools. If it is 
proposed to advance some truth, or 
to foster some feeling by the encour- 
agement of a great example, they 
form a society. Wherever, at the 
head of some new undertaking, you 
see the Government in France, or a 
man of rank in England, in the United 
States you will be sure to find an 
association. . .’” 


Now, as I have suggested, this sense 
of public duty has particular signifi- 
cance for professional men. For it is 
the men of the professions who have 
traditionally taken leadership in 
these matters. Public Duty has al- 
ways been a hallmark of the profes- 
sions in the civilized world. And in 
putting this subject on our agenda 
here in New Orleans, the planners of 
our meeting may be reminding us 
that certified public accountancy 
does not become a profession merely 
by our dubbing it so; that, in the 
long run, acceptance and respect by 
the public will depend upon the 
erowth of a tradition that certified 
public accountants make the health 
of a free society a primary considera- 
tion in their practice; that without 
this hallmark, they may tend to be 
looked upon as any other men of 
business. 

If, then, we accept the idea that 
certified public accountants ought to 
take leadership in publie chores for 
the good of society of their time, per- 


2 Alexis de Tocqueville, 
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haps we would do well at the outset tc 
take a look at the dynamic society in 
which we live today. For this is noti 
a static world. It is subject to con-| 
stant change, and I should like to note 
in general terms three categories of 
change in this world on which we 
propose to leave our mark, always for} 
the better, always for the commor} 
gvood. They are: 


i 


1. America’s changing place in the 
world 

. America’s changing society anc 

3. America’s changing economy. 


bo 


AMERICA’S CHANGING PLACE IN THE 
‘WORLD 


When we think of America, wd 
tend to dwell on the concept of inde- 
pendence that has sparked our life 
as a nation and still dominates om 
character as a people. But the world 
of our time has become smaller. W 
cannot hope any longer to work ou 
our own destiny alone. Independence 
has come to rely on interdependence 

This awareness is apparent in the 
national budget. For 17 years, nearly 
two-thirds of our federal expendi} 
tures have gone toward arming our 
selves and our friends abroad.* Sines 
World War IT alone, to strengther 
our friends overseas, economically 
and militarily, we have spent some 
$50 billion and advanced in eovern| 
ment credit another $11 billion.* 

And that represents only our public 
stake in our awakening to the fact of) 
interdependence. Meanwhile, private 
American capital has flowed outward 
across the world an at unprecedented 
pace. Last year alone private long} 
term investments amounted to over 
$3.6 billion—twice the sum of ou 
economic aid programs during the 


°> Table No. 


284, p. 238, Statistical Abstrac 
1957. 
“Table No. 1117, p. 879, Statistical Abstrae 


1957. 


OPPORTUNITY FOR SERVICE 49 


same period.” With private invest- 
ments abroad now totaling 33. bil- 
lion,® our entire financial stake in in- 
terdependence—both public and pri- 
vate—stands at a staggering total of 
nearly $95 billion. 

This has not resulted from a spirit 
of momentary altruism run wild. It 
has been dictated by a careful esti- 
mate of our enlightened long-term 
self-interest as a nation, and by real- 
istic considerations of the moment. 
Private U. 8. investments abroad last 
year earned $3.4 billion, and earnings 
for the first half of this year were at 
a rate of 5 to 10 per cent above last 
year." 

Furthermore, there has been an 
even more pressing motive than any 
desire for current profits. The United 
States represents only 6 per cent of 
the world’s population, but we are 
actually consuming half of all the 
world’s production.® Every year 
every person in the United States re- 
quires 1,300 pounds of steel, 23 
pounds of copper, 798 gallons of oil, 
and 79 pounds of newsprint.? Where 
our own supplies of vital raw mate- 
rials and energy fall short, we must 
depend on overseas sources. And to 
be sure that we get them, we must in- 
vest in the means to produce them. 
Today enterprising Americans are 
mining for metals and drilling for oil 
on every continent of the world. 

Foreign markets for American 
goods are also vital to the health and 
stability of our economy. Of all the 
tractors made in the United States, 
for example, 25 per cent are sold 
abroad. American companies have an 
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almost. self-sufficient automotive in- 
dustry in Brazil, the Japanese drink 
Pepsi-Cola,!? and Rumania is an im- 
portant market for hybrid corn de- 
veloped in Coon Rapids, Iowa."4 

The fact is that we have been 
drawn into the orbit of a rapidly 
changing world economy. About this 
we have no more choice than we have 
about obeying the law of gravity. 

Now these new conditions throw 
out new problems that tend to create 
road-blocks to further progress, and 
dealing with many of them falls 
within the special competence of the 
profession of accountancy. Indeed, 
if they were to be ignored by the pro- 
fession, some other profession would 
inevitably rise to the occasion and 
solve the problems—not because any- 
one wants to poach upon your field, 
but because, in the end, the job will 
be done. 

In this international area, The 
Economist of London has observed 
that ‘‘The accountant must always be 
allowed some scope to express his own 
ideas and fancies,’’—that he ‘‘should 
be prepared to be an educator as 
well as a custodian.’’!” 

Our investments abroad have al- 
ready far outgrown the diverse and 
sometimes archaic accounting proce- 
dures of foreign enterprises. The 
President of the New York Stock Ex- 
change has emphasized that the great- 
est single barrier to a freer flow of 
private capital abroad is the lack of 
full and detailed financial disclosure 
by companies abroad.’? The fact is 
that accounting inadequacies bar all 
but a relatively few such companies 


from representation on our own 
exchanges. 
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Fortune has called attention to the 
pressing need to remove this road- 
block and to remove it soon.’* 

IT am told that today even the terms 
of accountaney do not have the same 
meaning in all countries. And yet 
accountancy has often been defined as 
the language of business. Perhaps 
the time has now come when it must 
be made a truly international 
language. 

Would it not be a useful and con- 
structive step for the profession in 
America to take the initiative in creat- 
ing a uniform terminology? Allow- 
ing for the diversity of legal and tax 
conditions under which business 1s 
done overseas, should the profession 
here not begin to elevate the stand- 
ards of disclosure everywhere? Ought 
we not to know more than we do 
about the real effect of inadequate 
financial reporting on foreign invest- 
ments? And is the concept of the 
independent audit one that can be 
advanced abroad through the pro- 
fession’s working with the overseas 
lending and development agencies of 
our federal government ? 

During the past year the American 
Institute of Certified Public Account- 
ants has made progress in defining 
some areas of these problems and in 
studying approaches to their resolu- 
tion.'? But it may not be enough to 
leave them to a single committee—or 
even to formal approach by the In- 
stitute alone. Certainly, if it is op- 
portunities for service we seek, indi- 
vidual members of the profession 
personally cannot well overlook the 
creative opportunities in this new 
and still strange climate, where ven- 
turesome American business and 
modern American society are acting 
in the belief that our prosperity, lke 

14 Fortune, March 1956, pp. 72-73. 
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our independence, is inextricably 
bound up with the economic growth 
of the rest of the world. 


AMERICA’S CHANGING SOCIETY | 


What is happening within our own} 
American society here at home—and} 
happening with incredible speed—is | 
fully as challenging as changes in| 
the world outside our borders. 

We are witnessing today a revolu- ; 
tion in American life so sweeping and) 
so cross-hatched with complexities 
that we cannot yet grasp its signifi- 
cance. Between the turn of the cen-! 
tury and 1950, the population of the} 
United States doubled, and now with-} 
in the last seven years it has grown| 
13144 per cent.1® The most conserva- 
tive estimates assume a U. 8. popula- 
tion of 200,000,000 within the next 
12 years.1* 

Moreover, profound changes have 
occurred in the traditional patterns 
of our population. The death rate 
has been halved since 1900. The me- 
dian age has risen, since mid-19th cen- 
tury, from under 19 years to over} 
thirty.15 In fifty years the life ex- 
pectancy of Americans has risen from 
47 to over 6914 years—an unbeliev- 
able extension of the average life span 
by over twenty-two years.!® This has 
left us with a whole new population 
to consider in our economy — the 
people of mature years who have 
reached a period of relative freedom 
from the pressures of earlier life. 

One of the most striking changes is} 
the spectacular rise in primary fam-} 
ihes—the key to our domestic econo-} 
my. These include the homes with 
erowing children that buy the most 
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food, the most appliances, the most 
clothes, the most automobiles. In 
1940, there were in America less than 
32,000,000 primary families; by 1950, 
there were nearly 39,000,000. It is 
estimated that by 1960 this total will 
have jumped to 44,000,000.°° 

Simultaneously with these revolu- 
tionary advanees in the size and com- 
ponents of our population, there has 
been a remarkable rise in personal in- 
come. Within 26 years real per capita 
income has increased more than 78 
per cent.2) This is after all adjust- 
ments for inflation and cost of living. 
Moreover, this rise has been accom- 
panied by a decline in the average 
work week of nearly 1314 per cent.” 

These are exciting and dramat- 
ie figures. But they also suggest 
problems of the most sweeping 
proportions. 

For example, the demands upon 
our hospitals and recreational facili- 
ties have already become severely 
acute. Our schools and colleges are 
bursting at the seams—and _ colleges 
have not yet come close to the 
6,000,000 enrollments inevitable by 
1970.2° We are now facing a desper- 
ate shortage of teachers, and those we 
have are greatly underpaid. Further- 
more, the pressing need for renewal 
and expansion of education plant will 
require billions of dollars.** 

I know of the work of the Insti- 
tute’s College Accounting Committee 
and of the beginning made this year 
by the new Committee on Accounting 
fer the Public Schools. Access to 
education is basic to the health of a 
free and progressive society. And 
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perhaps this is an area which should 
challenge the instinct for public ser- 
vice in every CPA in every commu- 
nity, every county and every state. 

For the area for constructive ser- 
vice here is enormous. Many of the 
best minds in the country, for ex- 
ample, are devoted to unprecedented 
efforts to raise funds for privately 
supported colleges and universities. 
But what about the best use of exist- 
ing funds? Cannot your profession 
help, in cases of your own selection, 
to bring about improvements in bud- 
geting, allocations and __ facilities, 
eliminating dupleations and wast- 
ages? Education in America, from 
primary school to university, unable 
to afford techniques and staff assist- 
ance for modern cost analysis and 
projection, has had to move from eri- 
sis to crisis. Is it possible that your 
discipline can help to make some of 
these crises less inevitable ? 

The accounting profession has 
much in talent and discipline that it 
can bring to the aid of society in such 
eurrent tasks. It is in such areas of 
voluntary leadership reaching down 
to every community in the land that 
the real test of a profession comes. 


AMERICA’S CHANGING ECONOMY 


Completely aside from these needs 
for expanding our social institutions, 
the basie shifts in American life have 
been accompanied by subtle and far- 


reaching changes in our whole in- 
dustrial economy. Mark Eaton ob- 


served recently that ‘‘It is doubtful 
whether anyone now alive thoroughly 
understands just what is happening 
to our economic system and what its 


future shape will be.’’?? 
Nevertheless, there are certain vis- 


2 “Pinancial Reporting in a Changing Society,” 
an address before the Illinois Society of Certified 
Public Accountants by Marquis G. Eaton, June 7, 
1957. 
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ible elements in this new economy that 
we can recognize and that we would 
do well to start relating to each other 
and to the total society. 

One of these is bigness. We are 
very far from even an adequate 
definition of bigness in modern terms, 
and of its significance to the health 
and growth of the economy. It is a 
term no longer relative only to the 
total industrial output. It has be- 
come a characteristic of what it takes 
to produce the output. For example, 
the capital investment required for a 
single body-stamping machine in the 
automobile business can exceed the 
total capitalization necessary for 
highly suecessful manufacturing ven- 
tures in other fields. 

Moreover, the real ownership of 
modern bigness is far more diffuse 
than ever before in our history. 
Stockholders, once concentrated in a 
few financial communities, now num- 
ber around 10 million, and two-thirds 
of them earn under $7,500 a year.7® 
Many millions more share in the re- 
wards and risks of corporate enter- 
prise through financial institutions, 
including mutual funds, insurance, 
and growing pension funds. Through 
the regulatory agencies of the federal 
government, all of us have a less 
direct voice in the control of big in- 
dustries. Finally, there is the ulti- 
mate control of the working economic 
machine by the consumers, suppliers 
and employees, the reconciliation of 
whose interests with those of the 
stockholders is the real function of 
modern management. 

Meanwhile, our total economy has 
crashed a new barrier. In the middle 
of 1956, a little-noted statistical 
event took place in this country that 
can have ultimate effects as wide- 
spread as those of the industrial 


26Who Owns American Business,” 1956 Cen- 
sus of Stockholders, N. Y. Stock Exchange. 


| 
{ 
revolution itself. For the first time inj 
world economic history, the number} 
of people employed in service occu-; 
pations (ineluding government,| 
trade, finance, utilities and transpor- 
tation) exceeded those employed in} 
the production of goods.?" | 

Consider for a minute merely the} 
surface significance of this. We are! 
producing more with proportionately, 
less people, and it is likely that in- 
creased automation will reduce pro- 
duction employees even more. This} 
may mean that the controlling elementi 
in the economics of manufacturing! 
will gradually shift from labor costs tol 
technological research and _ capital 
equipment. It means that more anc 
more people—as the majority now are} 
—will be concerned with servicing 
others—in the professions, in distri 
bution and selling, in finanee, in utili 
ties, transportation, communications. 
It may mean less vulnerability to th 
old cyclical patterns of depressions. 
It means more leisure and more rea 
wealth for more people. 

Now how well do any of us, im 
management or among those wh«¢ 
serve management, really understand 
all this? How clear a sense do we 
have of where we are going or of 
what the pitfalls may be? 

Now this seems to me to represent 
an opportunity of historie propor- 
tions for all the professions that serve 
management. It is our duty—in facet 
our greatest present claim to useful. 
ness—to examine the premises and t 
help construct the new principles tha 
reflect things as they are in practice 
Only by understanding, ourselves} 
what is really happening can we 
hope to guide and make the most 0: 
this economie revolution. 

In the long run, if we do not under 
stand things as they are, we have 


*7“An American Revolution,” editorial in th 


New York Times, April 1, 1957. 
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little chance of shaping things as they 
might be. I do not believe that since 
America passed from an agrarian to 
an industrial economy, with the dis- 
ruptions and trials and errors of a 
century in its wake, there has been 
a greater and more pivotal opportu- 
nity than this challenge to understand, 
to explain, and to help chart our new 
economy. 


Is it not reasonable to assume that 
in this vital area so close to our own 
door-step there are opportunities for 
creative contribution by the disci- 
pline of accountancy ? 

And now, in initiating today’s dis- 
cussion, I have thrown out far too 
much, far too glibly. If I have been 
wrong in emphasis, I hope it has been 
by way of overstatement rather than 
understatement. 


All that I have said is intended as 
elaboration on one central theme. 
That theme is that a profession, like 
all human effort, grows as it rises to 
the challenge of its environment. The 
direction of our duty and our oppor- 
tunity is not clear, but somewhere in 


this maze of things as they seem to 
be, professional duty surely ealls. 

In the beginning of my remarks, I 
cited the late Justice Holmes. In 
closing, let me quote from the passage 
in his essay on ‘‘Natural Law,’’ to 
which [| referred: 

‘“That the universe has in it more than 
we understand, that the private soldiers 
have not been told the plan of campaign, 
or even that there is one. . .has no bear- 
ing upon our conduct. We still shall 
fight—all of us because we want to live, 
some, at least, because we want to realize 
our spontaneity and prove our powers, for 
the joy of it. .If our imagination is 
strong enough to accept the vision of 
ourselves as parts inseverable from the 
rest, and to extend our final interest be- 
yond the boundary of our skins, it justi- 
fies the sacrifice even of our lives for 
ends outside of ourselves. The motive, to 
be sure, is the common wants and ideals 
that we find in man. Philosophy does not 
furnish motives, but it shows men that 
they are not fools for doing what they 
already want to do. It opens to the for- 
lorn hopes on which we throw ourselves 
away, the vista of the farthest stretch of 
human thought, the chords of a harmony 
that breathes from the unknown.’’” 
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IZ; rofessional Meetings 


PROBLEMS OF ADMINISTERING 

A TAX PRACTICE 
A weekly series of study sessions sponsored 
by the Committee on Education and Train- 


ing of the Illinois Society of CPAs. Septem- 
ber 22 — November 10. 


AWARDS DINNER 


Annual event sponsored by the Illinois Society 
in honor of successful candidates for the CPA 
certificate. Chicago, October 9. 


7\1st ANNUAL MEETING 
AMERICAN INSTITUTE OF CPAs 


Detroit, Michigan. October 11—15. 


INVENTORY 


fh, 
CALENDAR—FISCAL—PROBATE 
COURT—SALES—FIRE 


Now available in 13 Midwestern States. We are an independent 
inventory service—using only trained inventory personnel, specializ- 
ing in the retail business field. 


Over 2100 satisfied accounts and in all probability, we may be servie- 
ing one or more of your accounts at the present time. 


We are not an accounting or calculating service, owr service is limited 
to the taking of a physical inventory, itemized or non-itemized depend- 
ing on the circumstances for which it is needed. 


Guaranteed Accuracy—the following is a list of the various accounts 
we are now servicing. 


Drug Stores Clothing—all types 
Hospitals Shoe 

Photographic Hardware 

Grocery Supermarts Liquor 

Stationery Cigar 

Variety & Novelty Appliance 


For further information phone or write. 


Inventory Is Our Business 


MANGINI & ASSOCIATES, INC. 


Over 20 Years of Inventory Service 


800 W. NORTH AVENUE MOHAWK 4-4720 CHICAGO 22, ILLINOIS 


We Push 


Buttons. 


to Help. 


Four out of five companies lke 


Your Clients those you serve have at least one 


clerical operation that can be 


Cut Clerical : handled most economically by 


Costs 


today’s push-button methods. 

STATISTICAL provides a serv- 
ice through which any com- 
pany — large or small — can 
make use of the latest punched- 
card tabulating techniques, without 
investing in additional manpower and 
equipment. 

On the other hand, where your cli- 
ents have tabulating departments, 
STATISTICAL can help them cut costs, 
too, in handling their overloads, con- 
versions or special assignments. 

No matter which of these services is 
called for, our methods engineers will 
be glad to work with you in giving 
your clients the benefits of push-button 
techniques. 


Just write or phone 
HArrison 7-4500 


STATISTICAL 


TABULATING CORPORATION 


Established 1933 » Michael R. Notaro, President 


TABULATING + CALCULATING + TYPING | 


TEMPORARY OFFICE PERSONNEL 


53 W. Jackson Blvd., Chicago 4, IIl. 


Telephone HArrison 7-4500 


Chicago * New York « St. Louis e Cleveland ¢ Newark e Kansas City 
Los Angeles ¢ Milwaukee e San Francisco 
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